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Presidential Documents

Title 3—

The President

Proclamation 8304 of October 10, 2008

National School Lunch Week, 2008

By the President of the United States of America

A Proclamation

During National School Lunch Week, we underscore the importance of pro-
viding America’s children with access to nutritious meals and helping them
develop good eating habits through the National School Lunch Program.

The National School Lunch Program is a federally assisted meal program
administered by the Department of Agriculture’s Food and Nutrition Service
in cooperation with State agencies. Since 1946, the National School Lunch
Program has served more than 187 billion lunches to students across America.
The program is designed to ensure that each day millions of children are
receiving the healthy food necessary to succeed by providing access to
nutritious low-cost or free meals. By serving well-balanced meals that are
lower in fat and have plenty of fruits, vegetables, and whole-grain foods,
this program helps children learn healthy eating habits, reduce their risk
of serious health problems, and perform better in the classroom.

Throughout National School Lunch Week, we recognize the school officials
and parents who encourage young people to develop good eating habits.
We also thank the dedicated food service professionals who serve our chil-
dren healthy foods each day at school.

In recognition of the contributions of the National School Lunch Program
to the health, education, and well-being of America’s children, the Congress,
by joint resolution of October 9, 1962 (Public Law 87-780), as amended,
has designated the week beginning on the second Sunday in October of
each year as “National School Lunch Week’ and has requested the President
to issue a proclamation in observance of this week.

NOW, THEREFORE, I, GEORGE W. BUSH, President of the United States
of America, do hereby proclaim the week of October 12 through October
18, 2008, as National School Lunch Week. I call upon all Americans to
join the dedicated individuals who administer the National School Lunch
Program in appropriate activities that support the health and well-being
of our Nation’s children.
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IN WITNESS WHEREOQOF, I have hereunto set my hand this tenth day of
October, in the year of our Lord two thousand eight, and of the Independence
of the United States of America the two hundred and thirty-third.

Lo

[FR Doc. E8-24851
Filed 10-15-08; 1:15 pm]
Billing code 3195-W9-P
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Title 3—

The President

Proclamation 8305 of October 10, 2008

Columbus Day, 2008

By the President of the United States of America

A Proclamation

Christopher Columbus’ bold voyage across the Atlantic changed the world
forever. On Columbus Day, we remember this Italian explorer’s courage
in traveling to the unknown and celebrate his landmark achievements and
lasting legacy.

History holds remarkable examples of heroism and adventure, and the jour-
ney of the navigator from Genoa in 1492 is one of history’s great stories
of daring and bravery. Columbus’ expedition became an epic of discovery
and opened up the New World for future generations. His journey will
forever stand as a testament to his intrepid spirit and persistence. Today,
his legacy of discovery and determination is an example for innovators
and dreamers as they pursue broader understanding and use their talents
to benefit humanity.

Columbus Day is also an opportunity to reaffirm the close ties between
the United States and Italy. Our two countries will continue to work together
to advance liberty, peace, and prosperity around the globe. Our Nation
recognizes the many inspiring contributions made by Americans of Italian
descent. We also honor the dedication and sacrifice of Italian Americans
who are serving in our country’s Armed Forces. In commemoration of Colum-
bus’ journey, the Congress has requested (36 U.S.C. 107) that the President
proclaim the second Monday of October of each year as “Columbus Day.”

NOW, THEREFORE, I, GEORGE W. BUSH, President of the United States
of America, do hereby proclaim October 13, 2008, as Columbus Day. I
call upon the people of the United States to observe this day with appropriate
ceremonies and activities. I also direct that the flag of the United States
be displayed on all public buildings on the appointed day in honor of
Christopher Columbus.
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IN WITNESS WHEREOQOF, I have hereunto set my hand this tenth day of
October, in the year of our Lord two thousand eight, and of the Independence
of the United States of America the two hundred and thirty-third.

Lo

[FR Doc. E8-24855
Filed 10-15-08; 1:15 pm]
Billing code 3195-W9-P
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Presidential Documents

Title 3—

The President

Proclamation 8306 of October 10, 2008

General Pulaski Memorial Day, 2008

By the President of the United States of America

A Proclamation

On General Pulaski Memorial Day, we celebrate General Casimir Pulaski’s
selfless dedication to the cause of freedom during the American Revolution.

In our Nation’s struggle for independence, brave individuals such as Casimir
Pulaski came to our shores and risked their lives to help bring liberty
to a new continent. General Pulaski fought first against Russian domination
of his Polish homeland and later joined General George Washington’s Conti-
nental Army. Pulaski’s valor in battle and love of freedom earned him
the rank of Brigadier General and authority to organize an independent
corps of cavalry. Through his skilled leadership and cavalry tactics he became
known as the “Father of the American Cavalry.” During the siege of Savan-
nah, General Pulaski was mortally wounded, making the ultimate sacrifice
for our country and the cause of freedom.

General Pulaski’s life exemplifies the courage and determination of the many
Polish immigrants who have helped make the United States the greatest
Nation on Earth. On General Pulaski Memorial Day, we recognize our time-
honored friendship with Poland, and we are reminded of the great price
our forefathers paid so that we might live in liberty.

NOW, THEREFORE, I, GEORGE W. BUSH, President of the United States
of America, by virtue of the authority vested in me by the Constitution
and laws of the United States, do hereby proclaim October 11, 2008, as
General Pulaski Memorial Day. I urge Americans to commemorate this occa-
sion with appropriate activities and ceremonies honoring General Casimir
Pulaski and all those who defend our freedom.
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IN WITNESS WHEREOQOF, I have hereunto set my hand this tenth day of
October, in the year of our Lord two thousand eight, and of the Independence
of the United States of America the two hundred and thirty-third.

Lo

[FR Doc. E8-24871
Filed 10-15-08; 1:15 pm]
Billing code 3195-W9-P
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Title 3—

The President

Proclamation 8307 of October 13, 2008

White Cane Safety Day, 2008

By the President of the United States of America

A Proclamation

Compassion is one of our Nation’s defining values, and we must work
to ensure that all Americans are able to participate fully in society. The
white cane allows many of our citizens who are blind or visually impaired
to enjoy increased mobility. On White Cane Safety Day, we celebrate the
symbolism of the white cane and highlight the importance of ensuring
that individuals who are blind or visually impaired can live independently
and realize their full potential.

Through the New Freedom Initiative, my Administration has put into action
our strong commitment to helping more individuals with disabilities partici-
pate in all aspects of life. Since 2001, this initiative has built on the progress
of the Americans with Disabilities Act and helped create greater access
to schools, the workplace, and community life. These efforts are helping
to remove barriers and enabling more Americans to live with greater dignity
and freedom.

The Congress, by joint resolution approved on October 6, 1964 (Public
Law 88-628), as amended, has designated October 15 of each year as ‘“White
Cane Safety Day.”

NOW, THEREFORE, I, GEORGE W. BUSH, President of the United States
of America, do hereby proclaim October 15, 2008, as White Cane Safety
Day. I call upon public officials, business leaders, educators, librarians,
and all the people of the United States to observe this day with appropriate
ceremonies, activities, and programs.
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IN WITNESS WHEREQF, I have hereunto set my hand this thirteenth day
of October, in the year of our Lord two thousand eight, and of the Independ-
ence of the United States of America the two hundred and thirty-third.

Lo

[FR Doc. E8-24873
Filed 10-15-08; 1:15 pm]
Billing code 3195-W9-P
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FEDERAL RESERVE SYSTEM
12 CFR Part 201

[Regulation A]

Extensions of Credit by Federal
Reserve Banks

AGENCY: Board of Governors of the
Federal Reserve System.

ACTION: Final rule.

SUMMARY: The Board of Governors of the
Federal Reserve System (Board) has
adopted final amendments to its
Regulation A to reflect the Board’s
approval of a decrease in the primary
credit rate at each Federal Reserve Bank.
The secondary credit rate at each
Reserve Bank automatically decreased
by formula as a result of the Board’s
primary credit rate action.

DATES: The amendments to part 201
(Regulation A) are effective October 17,
2008. The rate changes for primary and
secondary credit were effective on the
dates specified in 12 CFR 201.51, as
amended.

FOR FURTHER INFORMATION CONTACT:
Jennifer J. Johnson, Secretary of the
Board (202/452-3259); for users of
Telecommunication Devices for the Deaf
(TDD) only, contact 202/263—-4869.

SUPPLEMENTARY INFORMATION: The
Federal Reserve Banks make primary
and secondary credit available to
depository institutions as a backup
source of funding on a short-term basis,
usually overnight. The primary and
secondary credit rates are the interest
rates that the twelve Federal Reserve
Banks charge for extensions of credit
under these programs. In accordance
with the Federal Reserve Act, the
primary and secondary credit rates are
established by the boards of directors of
the Federal Reserve Banks, subject to
the review and determination of the
Board.

The Board approved requests by the
Reserve Banks to decrease by 50 basis
points the primary credit rate in effect
at each of the twelve Federal Reserve
Banks, thereby decreasing from 2.25
percent to 1.75 percent the rate that
each Reserve Bank charges for
extensions of primary credit. As a result
of the Board’s action on the primary
credit rate, the rate that each Reserve
Bank charges for extensions of
secondary credit automatically
decreased from 2.75 percent to 2.25
percent under the secondary credit rate
formula. The final amendments to
Regulation A reflect these rate changes.

The 50-basis-point decrease in the
primary credit rate was associated with
a similar decrease in the target for the
federal funds rate (from 2.00 percent to
1.50 percent) approved by the Federal
Open Market Committee (Committee)
and announced at the same time. A
press release announcing these actions
indicated that:

Incoming economic data suggest that the
pace of economic activity has slowed
markedly in recent months. Moreover, the
intensification of financial market turmoil is
likely to exert additional restraint on
spending, partly by further reducing the
ability of households and businesses to
obtain credit. Inflation has been high, but the
Committee believes that the decline in energy
and other commodity prices and the weaker
prospects for economic activity have reduced
the upside risks to inflation.

The Committee will monitor economic and
financial developments carefully and will act
as needed to promote sustainable economic
growth and price stability.

Regulatory Flexibility Act Certification

Pursuant to the Regulatory Flexibility
Act (5 U.S.C. 605(b)), the Board certifies
that the new primary and secondary
credit rates will not have a significantly
adverse economic impact on a
substantial number of small entities
because the final rule does not impose
any additional requirements on entities
affected by the regulation.

Administrative Procedure Act

The Board did not follow the
provisions of 5 U.S.C. 553(b) relating to
notice and public participation in
connection with the adoption of these
amendments because the Board for good
cause determined that delaying
implementation of the new primary and
secondary credit rates in order to allow
notice and public comment would be
unnecessary and contrary to the public

interest in fostering price stability and
sustainable economic growth. For these
same reasons, the Board also has not
provided 30 days prior notice of the
effective date of the rule under section
553(d).

12 CFR Chapter II
List of Subjects in 12 CFR Part 201

Banks, Banking, Federal Reserve
System, Reporting and recordkeeping.

Authority and Issuance

m For the reasons set forth in the
preamble, the Board is amending 12
CFR Chapter II to read as follows:

PART 201—EXTENSIONS OF CREDIT
BY FEDERAL RESERVE BANKS
(REGULATION A)

m 1. The authority citation for part 201
continues to read as follows:

Authority: 12 U.S.C. 248(i)-(j), 343 et seq.,
347a, 347b, 347c, 348 et seq., 357, 374, 374a,
and 461.

m 2.In § 201.51, paragraphs (a) and (b)
are revised to read as follows:

§201.51 Interest rates applicable to credit
extended by a Federal Reserve Bank.!

(a) Primary credit. The interest rates
for primary credit provided to
depository institutions under § 201.4(a)
are:

Federglalr?sserve Rate Effective
Boston ................ 1.75 | October 8, 2008.
New York ........... 1.75 | October 8, 2008.
Philadelphia 1.75 | October 8, 2008.
Cleveland ........... 1.75 | October 8, 2008.
Richmond ........... 1.75 | October 8, 2008.
Atlanta ................ 1.75 | October 8, 2008.
Chicago .............. 1.75 | October 8, 2008.
St. Louis ............. 1.75 | October 9, 2008.
Minneapolis ........ 1.75 | October 8, 2008.
Kansas City ........ 1.75 | October 8, 2008.
Dallas .......c....... 1.75 | October 8, 2008.
San Francisco .... 1.75 | October 8, 2008.

(b) Secondary credit. The interest
rates for secondary credit provided to
depository institutions under 201.4(b)
are:

1The primary, secondary, and seasonal credit
rates described in this section apply to both
advances and discounts made under the primary,
secondary, and seasonal credit programs,
respectively.
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Federal 1eserve | Rate Effective

Boston ................ 2.25 | October 8, 2008.
New York ........... 2.25 | October 8, 2008.
Philadelphia ........ 2.25 | October 8, 2008.
Cleveland ........... 2.25 | October 8, 2008.
Richmond ........... 2.25 | October 8, 2008.
Atlanta ................ 2.25 | October 8, 2008.
Chicago .............. 2.25 | October 8, 2008.
St. Louis ............. 2.25 | October 9, 2008.
Minneapolis ........ 2.25 | October 8, 2008.
Kansas City ........ 2.25 | October 8, 2008.
Dallas ....c.cccoeenne 2.25 | October 8, 2008.
San Francisco .... 2.25 | October 8, 2008.
* * * * *

By order of the Board of Governors of the
Federal Reserve System,

Dated: October 9, 2008.
Jennifer J. Johnson,
Secretary of the Board.
[FR Doc. E8—24519 Filed 10-16-08; 8:45 am]|
BILLING CODE 6210-01-P

FEDERAL DEPOSIT INSURANCE
CORPORATION

12 CFR Part 330
RIN 3064—-AD36

Deposit Insurance Regulations;
Temporary Increase in Standard
Coverage Amount; Mortgage Servicing
Accounts

AGENCY: Federal Deposit Insurance
Corporation (FDIC).

ACTION: Interim rule with request for
comments.

SUMMARY: The FDIC is adopting an
interim rule to amend its deposit
insurance regulations to reflect
Congress’s recent action to temporarily
increase the standard deposit insurance
amount from $100,000 to $250,000 and
to simplify the deposit insurance rules
for funds maintained in mortgage
servicing accounts.

The FDIC’s main goals in revising its
insurance rule on mortgage servicing
accounts are to simplify a rule that has
become increasingly complex in
application due to developments in
securitizations and to provide
additional certainty with respect to the
deposit insurance coverage of these
accounts at a time of turmoil in the
housing and financial markets. The
FDIC believes this regulatory change
will help improve public confidence in
the banking system.

DATES: The effective date of the interim
rule is October 10, 2008. Written
comments must be received by the FDIC
not later than December 16, 2008.
ADDRESSES: You may submit comments
by any of the following methods:

o Agency Web Site: http://
www.fdic.gov/regulations/laws/federal.
Follow instructions for submitting
comments on the Agency Web Site.

e E-mail: Comments@FDIC.gov.
Include “Mortgage Servicing Accounts”
in the subject line of the message.

¢ Mail: Robert E. Feldman, Executive
Secretary, Attention: Comments, Federal
Deposit Insurance Corporation, 550 17th
Street, NW., Washington, DC 20429.

e Hand Delivery/Courier: Guard
station at the rear of the 550 17th Street
Building (located on F Street) on
business days between 7 a.m. and 5 p.m.
(EST).

e Federal eRulemaking Portal: http://
www.regulations.gov. Follow the
instructions for submitting comments.

Public Inspection: All comments
received will be posted without change
to http://www.fdic.gov/regulations/laws/
federal including any personal
information provided. Paper copies of
public comments may be ordered from
the Public Information Center by
telephone at (877) 275—3342 or (703)
562-2200.

FOR FURTHER INFORMATION CONTACT:
Joseph A. DiNuzzo, Counsel, Legal
Division (202) 898-7349 or Christopher
Hencke, Counsel, Legal Division (202)
898-8839, Federal Deposit Insurance
Corporation, Washington, DG 20429.

SUPPLEMENTARY INFORMATION:
I. Background

A. Temporary Increase in Insurance
Coverage

The Emergency Economic
Stabilization Act of 2008 temporarily
increased the standard maximum
deposit insurance amount (‘“SMDIA”)
from $100,000 to $250,000, effective
October 3, 2008, and ending December
31, 2009.1 After that date, the SMDIA
will, by law, return to $100,000. In the
interim rule the FDIC is amending its
deposit insurance regulations to reflect
the temporary increase in the SMDIA.

B. Mortgage Servicing Accounts

The FDIC was established to maintain
public confidence and stability in the
United States banking system and
protect insured depositors. The
regulations governing deposit insurance
coverage are codified at 12 CFR part
330, and they include specific rules on
deposits of payments collected by
mortgage servicers and placed into
accounts at insured depository
institutions. 12 CFR 330.7(d) (“mortgage
servicing accounts”). Accounts
maintained by a mortgage servicer, in a
custodial or other fiduciary capacity,

1Public Law 110-343 (October 3, 2008).

may include funds paid by mortgagors
for principal, interest and escrowed
amounts for taxes and insurance
premiums. Principal and interest funds
are insured for the interest of each
owner (mortgagee, investor or security
holder) in those accounts. Under section
330.7(d) funds maintained by a servicer,
in a custodial or other fiduciary
capacity, which represent payments by
mortgagors of taxes and insurance
premiums are added together and
insured for the ownership interest of
each mortgagor in those accounts.

The FDIC’s rules for mortgage
servicing accounts were adopted in
1990, after the Financial Services
Reform, Recovery, and Enforcement Act
of 1989, abolished the Federal Savings
and Loan Insurance Corporation
(“FSLIC”) and transferred the insurance
of savings association deposits to the
FDIC. Prior to that time, the FDIC did
not have specific rules for mortgage
servicing accounts, and the FSLIC’s
rules provided insurance coverage for
principal and interest funds based on
the interest of each mortgagor.2

As described above, under section
330.7(d), funds representing payments
of principal and interest are insurable
on a pass-through basis to each
mortgagee, investor or security holder.
In contrast, funds representing
payments of taxes and insurance are
insurable on a pass-through basis to
each mortgagor or borrower. When the
FDIC adopted these rules in 1990, it
focused largely on the fact that principal
and interest funds are owned by the
investors, on whose behalf the servicer,
as agent, accepts the principal and
interest payments, and are not owned by
the borrowers. By contrast, under the
current rule, taxes and insurance funds
are insured to the mortgagors or
borrowers on the theory that the
borrower still owns the funds until the
tax and insurance bills are actually paid
by the servicer.

Over the past several years,
securitization methods and vehicles for
mortgages have become more layered
and complex. The FDIC believes that it
has become much more difficult and
time-consuming for a servicer to
identify and determine the share of any
investor in a securitization and in the
principal and interest funds on deposit
at an insured depository institution.

Under the current regulation, in the
event of the failure of an FDIC-insured
depository institution, the FDIC is
concerned that there could be
unexpected loss to securitization
investors of principal and interest
payments deposited at the institution by

212 CFR 564.3(b)(2)(1989).
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a securitization servicer. As noted
above, these accounts may involve
multi-layered securitization structures,
and it may prove difficult for the
servicer holding a deposit account in
the institution to identify every security
holder in the securitization and
determine his or her share. In addition,
some investor holdings may far exceed
the current $250,000 per-depositor
insurance limit.3 Application of the
current rule under these circumstances
could result in delays in the servicer
receiving the insured amounts and in
losses for amounts that, because of the
complexity of the securitization
agreements, cannot be attributed to the
particular investors to whom the funds
belong. This outcome could increase
losses to otherwise insured depositors,
lead to withdrawal of deposits for
principal and interest payments from
depository institutions, and
unnecessarily reduce liquidity for such
institutions.

II. The Interim Rule (for Mortgage
Servicing Accounts)

Explanation

The FDIC’s goals in this rulemaking
are twofold. First, the FDIC seeks to
make the coverage rules for mortgage
servicing accounts easy to understand
and easy to apply (in determining the
applicable coverage amount). Second,
the FDIC recognizes that, at any one
time, billions of dollars in principal and
interest funds may be on deposit at
insured depository institutions,
providing a significant source of
liquidity for the institution and credit to
the institution’s community. The FDIC
seeks to avoid any uncertainty as to the
extent of deposit insurance coverage
that could have inadvertent adverse
consequences.

Because it may be difficult for a
servicer to identify all investors and
their individual interests in a
securitization following the failure of an
insured depository institution, the
coverage under the interim rule will be
determined on a per-mortgagor (or
borrower) basis. Moreover, servicers
will be able to identify mortgagors more
quickly than investors, thus per-
mortgagor coverage will enable the FDIC
to pay deposit insurance more quickly.

Under the interim rule, the coverage
afforded in connection with a mortgage
servicing account will be based on each
mortgagor’s payments of principal and

3 As noted above, the Emergency Economic
Stabilization Act of 2008 temporarily increased the
standard maximum deposit insurance amount from
$100,000 to $250,000, effective October 3, 2008, and
ending on December 31, 2009. After that date, the
insurance coverage limit will, by law, return to
$100,000.

interest into the mortgage servicing
account, up to standard maximum
deposit insurance amount (currently,
through December 31, 2009, $250,000)
per mortgagor. In effect, coverage will be
provided to the mortgagees/investors, as
a collective group, based on the
cumulative amount of the mortgagors’
payments of principal and interest into
the account. This insurance coverage
afforded in connection with principal
and interest payments in mortgage
servicing accounts will not be
aggregated with or otherwise affect the
coverage provided to mortgagors in
connection with other accounts the
mortgagors might maintain at the same
insured depository institution. As under
the current insurance rules, under the
interim rule amounts in a mortgage
servicing account constituting payments
of taxes and insurance premiums will be
insured on a pass-through basis as the
funds of each respective mortgagor.
Such funds will be added to other
individually owned funds held by each
such mortgagor at the same insured
institution and insured to the applicable
limit.

Effective Date of the Interim Rule

The interim rule applies to all existing
and future mortgage servicing accounts
as of October 10, 2008, the date on
which the FDIC Board of Directors
approved the interim rule. October 10,
2008 also is the date the interim rule
was filed for public inspection with the
Office of the Federal Register. In this
regard, the FDIC invokes the good cause
exception to the requirements in the
Administrative Procedure Act4 (“APA”)
that, before a rulemaking can be
finalized, it must first be issued for
public comment and, once finalized,
must have a delayed effective date of
thirty days from the publication date.
The FDIC believes good cause exists for
making the interim rule effectively
immediately. Under the current rules,
the complexity of determining the
actual interest of each investor in a
securitization could delay significantly
the payment of insurance coverage and,
potentially, could result in a
determination of uninsured funds
because investors and their interests
cannot be identified. The interim rule
simplifies the coverage rules for
mortgage servicing accounts to address
those issues, while recognizing the
continued relationship of the principal
and interest payments and taxes and
insurance payments to the mortgagor.
As aresult, the interim rule will provide
greater certainty to depositors, servicers,
mortgagees, investors, and other

45 U.S.C. 553.

security holders, depository institutions,
and other parties involved in the
securitization of mortgages about the
extent to which those accounts are
insured.

For these reasons, the FDIC has
determined that the public notice and
participation that ordinarily are
required by the APA before a regulation
may take effect would, in this case, be
contrary to the public interest and that
good cause exists for waiving the
customary 30-day delayed effective
date. Nevertheless, the FDIC desires to
have the benefit of public comment
before adopting a permanent final rule
and thus invites interested parties to
submit comments during a 60-day
comment period. In adopting the final
regulation, the FDIC will revise the
interim rule, if appropriate, in light of
the comments received on the interim
rule.

III. Request for Comments

The FDIC requests comments on all
aspects of this interim rule.

IV. Paperwork Reduction Act

The interim rule will revise the
FDIC’s deposit insurance regulations. It
will not involve any new collections of
information pursuant to the Paperwork
Reduction Act (44 U.S.C. 3501 et seq.).
Consequently, no information collection
has been submitted to the Office of
Management and Budget for review.

V. Regulatory Flexibility Act

The Regulatory Flexibility Act
requires an agency that is issuing a final
rule to prepare and make available a
regulatory flexibility analysis that
describes the impact of the final rule on
small entities. 5 U.S.C. 603(a). The
Regulatory Flexibility Act provides that
an agency is not required to prepare and
publish a regulatory flexibility analysis
if the agency certifies that the final rule
will not have a significant economic
impact on a substantial number of small
entities.

Pursuant to section 605(b) of the
Regulatory Flexibility Act, the FDIC
certifies that the interim rule will not
have a significant impact on a
substantial number of small entities.
The interim rule implements the
temporary increase in the SMDIA and
simplifies the coverage rules for
mortgage servicing accounts.

VI. The Treasury and General
Government Appropriations Act,
1999—Assessment of Federal
Regulations and Policies on Families

The FDIC has determined that the
interim rule will not affect family well-
being within the meaning of section 654
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of the Treasury and General
Government Appropriations Act,
enacted as part of the Omnibus
Consolidated and Emergency
Supplemental Appropriations Act of
1999 (Pub. L. 105-277, 112 Stat. 2681).

The interim rule should have a
positive effect on families by clarifying
the coverage rules for mortgage
servicing accounts, which contain, for
some period of time, the mortgage
payments from borrowers.

VII. Small Business Regulatory
Enforcement Fairness Act

The Office of Management and Budget
has determined that the interim rule is
not a “major rule” within the meaning
of the relevant sections of the Small
Business Regulatory Enforcement Act of
1996 (“SBREFA”) (5 U.S.C. 801 et seq.).
As required by SBREFA, the FDIC will
file the appropriate reports with
Congress and the General Accounting
Office so that the interim rule may be
reviewed.

List of Subjects in 12 CFR Part 330

Bank deposit insurance, Banks,
banking, Reporting and recordkeeping
requirements, Savings and loan
associations, Trusts and trustees.

m For the reasons stated above, the
Board of Directors of the Federal
Deposit Insurance Corporation amends
part 330 of chapter III of title 12 of the
Code of Federal Regulations as follows:

PART 330—DEPOSIT INSURANCE
COVERAGE

m 1. The authority citation for part 330
continues to read as follows:

Authority: 12 U.S.C. 1813(1), 1813(m),
1817(i), 1818(q), 1819 (Tenth), 1820(f),
1821(a), 1822(c).

m 2.In § 330.1, paragraph (n) is revised
to read as follows:

§330.1 Definitions.
* * * * *

(n) Standard maximum deposit
insurance amount, referred to as the
“SMDIA” hereafter, means $250,000
from October 3, 2008, until December
31, 2009. Effective January 1, 2010, the
SMDIA means $100,000 adjusted
pursuant to subparagraph (F) of section
11(a)(1) of the FDI Act (12 U.S.C.
1821(a)(1)(F)). All examples in this part
use $100,000 as the SMDIA.

* * * * *

m 3.In § 330.7, paragraph (d) is revised
to read as follows:

§330.7 Account held by an agent,
nominee, guardian, custodian or
conservator.

* * * * *

(d) Mortgage servicing accounts.
Accounts maintained by a mortgage
servicer, in a custodial or other
fiduciary capacity, which are comprised
of payments by mortgagors of principal
and interest, shall be insured for the
cumulative balance paid into the
account by the mortgagors, up to a limit
of the SMDIA per mortgagor. Accounts
maintained by a mortgage servicer, in a
custodial or other fiduciary capacity,
which are comprised of payments by
mortgagors of taxes and insurance
premiums shall be added together and
insured in accordance with paragraph
(a) of this section for the ownership
interest of each mortgagor in such
accounts. This provision is effective as
of October 10, 2008, for all existing and

future mortgage servicing account.
* * * * *

By order of the Board of Directors.

Dated at Washington DC., this 10th day of
October 2008.

Federal Deposit Insurance Corporation.
Valerie J. Best,

Assistant Executive Secretary.

[FR Doc. E8—24626 Filed 10-16—08; 8:45 am]
BILLING CODE 6714-01-P

FEDERAL HOUSING FINANCE BOARD
12 CFR Part 951

FEDERAL HOUSING FINANCE
AGENCY

12 CFR Part 1291
RIN 2590-AA04

Affordable Housing Program
Amendments: Federal Home Loan
Bank Mortgage Refinancing Authority

AGENCY: Federal Housing Finance
Agency.

ACTION: Interim final rule with request
for comments.

SUMMARY: The Federal Housing Finance
Agency (FHFA) is issuing and seeking
comment on an interim final rule to
implement section 1218 of the Housing
and Economic Recovery Act of 2008
(Recovery Act), which requires the
FHFA to allow the Federal Home Loan
Banks (Banks) until July 30, 2010, to use
Affordable Housing Program (AHP)
homeownership set-aside funds to
refinance low- or moderate-income
households’ mortgage loans. This
rulemaking relocates the AHP regulation
to the FHFA rules, and adds new
provisions that allow the Banks to use
AHP set-aside funds to provide direct
subsidies to low- or moderate-income
households who qualify for refinancing

assistance under the HOPE for
Homeowners Program established by
the Federal Housing Administration
(FHA) under Title IV of the Recovery
Act.

ADDRESSES: This interim final rule is
effective October 17, 2008. The FHFA
will accept written comments on the
interim final rule on or before December
16, 2008.

Comments: Submit comments to the
FHFA using any one of the following
methods:

E-mail: comments@fhfb.gov. Please
include RIN 2590-AA04 in the subject
line of the message.

Fax: 202-408-2580.

Mail/Hand Delivery: Federal Housing
Finance Board, 1625 Eye Street, NW.,
Washington, DC 20006, Attention:
Public Comments/RIN 2590—-AA04.

Federal eRulemaking Portal: http://
www.regulations.gov. Follow the
instructions for submitting comments. If
you submit your comment to the
Federal eRulemaking Portal, please also
send it by e-mail to the FHFA at
comments@fhfb.gov to ensure timely
receipt by the agency. Include the
following information in the subject line
of your submission: Federal Housing
Finance Agency. Interim Final Rule:
Affordable Housing Program
Amendments: Federal Home Loan Bank
Mortgage Refinancing Authority. RIN
2590-AA04.

We will post all public comments we
receive without change, including any
personal information you provide, such
as your name and address, on the FHFA
Web site at http://www.fhfb.gov/
Default.aspx?Page=936Top=93.

FOR FURTHER INFORMATION CONTACT:
Sylvia Martinez, Senior Policy Analyst,
202—408-2825, martinezs@fhfb.gov; or
Amy Bogdon, Senior Advisor, 202—-408—
2546, bogdona@fhfb.gov. For legal
questions: Sharon B. Like, Senior
Attorney-Advisor, 202—408-2930,
likes@fhfb.gov. You can send regular
mail to the Federal Housing Finance
Board, 1625 Eye Street, NW.,
Washington, DC 20006.

SUPPLEMENTARY INFORMATION:
I. Background

A. Federal Housing Finance Regulatory
Reform Act of 2008

Effective July 30, 2008, Division A of
the Housing and Economic Recovery
Act of 2008, Public Law No. 110-289,
122 Stat. 2654 (2008), titled the Federal
Housing Finance Regulatory Reform Act
of 2008 (Reform Act), created the
Federal Housing Finance Agency
(FHFA) as an independent agency of the
federal government. The Reform Act
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transferred the supervisory and
oversight responsibilities over the
Federal National Mortgage Association
(Fannie Mae), Federal Home Loan
Mortgage Corporation (Freddie Mac)
(collectively, Enterprises), the Federal
Home Loan Banks (Banks), and the Bank
System’s Office of Finance, from the
Office of Federal Housing Enterprise
Oversight (OFHEQO) and the Federal
Housing Finance Board (FHFB) to the
FHFA. The Reform Act provides for the
abolishment of OFHEO and the FHFB
one year after the date of enactment.
The FHFA is responsible for ensuring
that the Enterprises and the Banks
operate in a safe and sound manner,
including being capitalized adequately,
and carry out their public policy
missions, including fostering liquid,
efficient, competitive, and resilient
national housing finance markets.

The Enterprises and the Banks
continue to operate under regulations
promulgated by OFHEO and the FHFB
until the FHFA issues its own
regulations.

B. The Banks’ Affordable Housing
Program

Section 10(j) of the Federal Home
Loan Bank Act (Bank Act) requires each
Bank to establish an affordable housing
program, the purpose of which is to
enable a Bank’s members to finance
homeownership by households with
incomes at or below 80 percent of the
area median income (low- or moderate-
income households), and to finance the
purchase, construction, or rehabilitation
of rental projects in which at least 20
percent of the units will be occupied by
and affordable for households earning
50 percent or less of the area median
income (very low-income households).
See 12 U.S.C. 1430(j)(1) and (2). The
Bank Act requires each Bank to
contribute 10 percent of its previous
year’s net earnings to its AHP annually,
subject to a minimum annual combined
contribution by the 12 Banks of $100
million. See 12 U.S.C. 1430(j)(5)(C).
Section 1218 of the Reform Act
amended section 10(j) by adding a new
paragraph (2)(C) that requires the FHFA
to allow the Banks until July 30, 2010,
to use AHP homeownership set-aside
funds to refinance low- or moderate-
income households’ first mortgage loans
on their primary residences. See 12
U.S.C. 1430(j)(2)(C). The Director of the
FHFA must establish the percentage of
set-aside funds eligible for this use by
regulation.

The FHFB regulation implementing
the AHP provisions of the Bank Act,
previously codified at 12 CFR part 951,
is relocated by this rulemaking to part
1291. The following discussion uses the

new numbering references. Among
other things,? the AHP regulation
authorizes a Bank, in its discretion, to
set aside a portion of its annual required
AHP contribution to establish
homeownership set-aside programs for
the purpose of promoting
homeownership for low- or moderate-
income households. See 12 CFR 1291.6.
Under the homeownership set-aside
programs, a Bank may provide AHP
direct subsidy (grants) to members to
pay for down payment assistance,
closing costs, and counseling costs in
connection with a household’s purchase
of its primary residence, and for
rehabilitation assistance in connection
with a household’s rehabilitation of an
owner-occupied residence. See 12 CFR
1291.6(c)(4). The AHP regulation does
not authorize the Banks to use AHP set-
aside funds for refinancing of mortgages.
Currently, a Bank may allocate up to the
greater of $4.5 million or 35 percent of
its annual required AHP contribution to
homeownership set-aside programs in
that year, provided that at least one-
third of the Bank’s annual set-aside
allocation is targeted to first-time
homebuyers. See 12 CFR 1291.2(b)(2)(i).
In January 2008, the FHFB waived
certain provisions of the AHP
homeownership set-aside program rule
to allow the Federal Home Loan Bank of
San Francisco (San Francisco Bank) to
establish a temporary pilot program to
provide AHP direct subsidy to enable a
household with a subprime or
nontraditional loan held by a San
Francisco Bank member or its affiliate to
refinance or restructure the loan into an
affordable, long-term fixed-rate
mortgage. See FHFB Resolution 2008-01
(Jan. 15, 2008). The authority will expire
on December 31, 2009. In April 2008,
the FHFB published a proposed rule
that would have temporarily extended
the authority to use set-aside funds for
mortgage refinancing or restructuring to
all of the Banks. See 73 FR 20552 (Apr.
16, 2008). The FHFB received 36
comments on the proposal. Commenters
who supported use of AHP funds for
refinancing suggested flexibility in the
rules governing use of the funds so the
Banks and their members would be able
to assist a greater number of borrowers
in distress, including allowing use of
AHP set-aside funds in conjunction
with other federal, state or local
mortgage refinancing programs.

1In addition to the discretionary set-aside

authority, the AHP regulation requires that each
Bank establish a competitive application program
under which the Bank’s members may apply for
AHP subsidies pursuant to eligibility requirements
and scoring criteria set forth in the regulation and
implemented through Bank policies. See 12 CFR
1291.5.

Before the FHFB took final action on
the proposed amendments to the AHP
rule, the Reform Act added section
10(j)(2)(C) to the Bank Act. Title IV of
the Recovery Act also required
establishment by the FHA of the HOPE
for Homeowners Program, a temporary
program expected to be implemented by
October 1, 2008, and which will expire
on September 30, 2011. Participation in
the HOPE for Homeowners Program is
voluntary on the part of homeowners
and existing loan holders. Under the
HOPE for Homeowners Program, FHA-
approved lenders may refinance loans
that will qualify for FHA insurance if
the amount of the loan is reduced to no
more than 90 percent of the currently
appraised value of the owner-occupied
property. The FHA insurance premium,
which equals 3 percent of the remaining
principal, is deducted upfront. The
borrower will pay an annual premium
of 1.5 percent of the outstanding
mortgage amount.

The purpose of the HOPE for
Homeowners Program, like that of the
Banks’ refinancing authority under the
AHP, is to assist distressed homeowners
and support long-term affordable
homeownership. The FHFA believes
that use of AHP subsidy in conjunction
with the HOPE for Homeowners
Program will leverage and enhance the
effectiveness of each program, ensure
that the full range of federal assistance
to affected homeowners is available
quickly, and provide the flexibility that
the Banks and their members need to
make the AHP refinancing program
successful. In adopting this approach,
the FHFA has consulted with the FHA.
Linking the use of the AHP subsidy to
refinancing under the HOPE for
Homeowners Program also would be
consistent with the requirement in
section 10(j)(9)(G) of the Bank Act that
the AHP rule coordinate AHP activities
with other federal or federally-
subsidized affordable housing activities
to the maximum extent possible. See 12
U.S.C. 1430(j)(9)(G). Accordingly, this
interim final rule authorizes a Bank, in
its discretion, to temporarily establish a
homeownership set-aside program for
the use of AHP direct subsidy by its
members to assist in the refinancing of
a household’s mortgage loan under the
FHA’s HOPE for Homeowners Program.

Section 1201 of the Reform Act
requires the Director of the FHFA to
consider the differences between the
Banks and the Enterprises in
rulemakings that affect the Banks with
respect to the Banks’ cooperative
ownership structure, mission of
providing liquidity to members,
affordable housing and community
development mission, capital structure,
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and joint and several liability. 12 U.S.C.
4513(f). In preparing the interim final
rule, the Director considered these
factors and determined that the rule is
appropriate, particularly because the
AHP regulation implements a statutory
provision of the Bank Act that applies
only to the Banks. See 12 U.S.C. 1430(j).

II. Analysis of the Interim Final Rule

A. Relocation of AHP Rule to Part 1291

The interim final rule relocates the
AHP rule from part 951 of the FHFB
regulations to part 1291 of the FHFA
regulations, and renames the new part
to read “Federal Home Loan Banks’
Affordable Housing Program”. The rule
also renumbers references within the
rule to reflect its new part number.

B. Authority To Establish Mortgage
Refinancing Program: § 1291.6(f)(1)

The interim final rule adds a new
paragraph (f) under the existing AHP
homeownership set-aside program
provisions of § 1291.6 of the AHP
regulation, that authorizes a Bank, in its
discretion, to temporarily establish a
homeownership set-aside program for
the use of AHP direct subsidy by its
members to assist in the refinancing of
a household’s mortgage loan under
FHA’s HOPE for Homeowners Program.
12 CFR 1291.6(f). As a general
proposition, any such new refinancing
program must comply with the existing
requirements in § 1291.6, except for
certain specified provisions, as well as
with the requirements of part 1291.
Thus, the existing provisions in § 1291.6
governing eligible member applicants,
member allocation criteria, household
income eligibility, maximum subsidy
per household limit of $15,000, de
minimis cash backs, application
approvals, funding procedures,
reservation of subsidies, and progress
towards use of the subsidy, all apply to
a Bank’s mortgage refinancing program.
See 12 CFR 1291.6(b), (c)(1), (c)(2)(1),
(c)(3), (c)(9), (d), (e). Similarly, a Bank’s
mortgage refinancing program must
otherwise meet the requirements of part
1291, including the monitoring,
remedial actions for member
noncompliance, and agreements
provisions in §§1291.7, 1291.8, and
1291.9, respectively, other than the
requirement in § 1291.9(a)(7) for five-
year retention agreements in connection
with a household’s subsequent sale or
refinancing of the unit.

The interim final rule provides that
the provisions in § 1291.6 governing
household completion of a counseling
program, first-time homebuyer and
additional discretionary household
eligibility criteria, eligible uses of AHP

subsidy, five-year retention agreements,
lender financial or other concessions,
loan financing costs, and counseling
costs requirements, all do not apply to
the new refinancing programs. See 12
CFR 1291.6(c)(2)(ii), (c)(2)(iii), (c)(4)-
(c)(8).

C. Funding Allocation: § 1291.2(b)(2)(i)

In order to maximize the Banks’ role
in responding to the current national
mortgage crisis, the interim final rule
allows a Bank to allocate the maximum
permissible homeownership set-aside
allocation entirely to a mortgage
refinancing program established under
new paragraph (f). See 12 CFR
1291.2(b)(2)(i). The interim final rule
further provides that if a Bank sets aside
funds solely for homeownership set-
aside programs other than a mortgage
refinancing program established under
paragraph (f), at least one-third of the
Bank’s aggregate annual set-aside
allocation to such programs shall be to
assist first-time homebuyers. This is
consistent with the current one-third
first-time homebuyers requirement.

D. Eligible Loans: § 1291.6(f)(2)

Under the interim final rule, a loan is
eligible to be refinanced with AHP
direct subsidy if the loan is secured by
a first mortgage on an owner-occupied
unit that is the primary residence of the
household, and the loan is refinanced
under the HOPE for Homeowners
Program. 12 CFR 1291.6(f)(2). In order to
be refinanced under the HOPE for
Homeowners Program, the loan must
meet all applicable underwriting
requirements and other FHA standards
for the HOPE for Homeowners Program.
The FHFA believes that these
requirements and standards will
provide both adequate protections to
borrowers whose loans will be
refinanced and protect the integrity of
the AHP. For example, under the HOPE
for Homeowners Program and FHA
standards:

o The borrower must be unable to
afford its existing mortgage payments;
the borrower’s mortgage debt-to-income
ratio, as of March 1, 2008, must have
been greater than 31 percent, or such
higher amount as the FHA determines
appropriate;

e The principal amount of the
refinanced loan shall not exceed 90
percent of the currently appraised value
of the property;

e The refinanced loan must be a
fixed-rate, fully amortizing, 30-year
loan;

e Prepayment fees must be waived;

o All fees and penalties related to
default or delinquency on the original
mortgage must be waived or forgiven;

e Any outstanding mortgage liens on
the property shall be removed;

¢ Investor-owned properties are not
eligible—the borrower must be an
owner-occupant;

e The borrower must have verified
income based on an IRS tax return or
other equivalent standards;

e The borrower may be charged only
reasonable and customary closing costs
established by the FHA;

e Origination fees are subject to
limitation; and

e Rates on refinanced mortgages must
be commensurate with market interest
rates.

There are other programs that provide
refinancing assistance to distressed
borrowers. The Enterprises offer
programs that allow for loan
modifications targeted at subprime
mortgage borrowers but which do not
require that lenders take an initial write-
down based on the current appraised
value. The FHA offers a refinancing
option in addition to the HOPE for
Homeowners Program called FHA
Secure. Under FHA Secure, any
mortgage payment arrearage on the first
loan can be rolled into a new FHA-
insured loan. Further, lenders have the
option of placing a second lien on the
property if the borrower owes more than
the property is worth or exceeds the
FHA loan limit or to cover prepayment
penalties and arrearages. In addition,
state housing finance agencies are
developing their own refinancing
programs to assist distressed
homeowners. Because these programs
are diverse and emerging, the FHFA has
not analyzed their specific merits.

The FHFA requests comment on
whether the rule should authorize the
Banks to use AHP set-aside funds to
assist homeowners refinancing under
other programs intended to aid
distressed homeowners, such as those
offered by the Enterprises, FHA Secure,
or any state housing finance agency
programs. In addition, the FHFA
requests comment on how the standards
for these programs will assure the
affordability of the housing costs to the
borrower and the sustainability of the
refinanced loan.

E. Eligible Uses of AHP Subsidy:
§1291.6(f)(3)

The interim final rule allows members
to provide AHP direct subsidy for two
uses. 12 CFR 1291.6(f)(3). A member
may use the subsidy to reduce the
outstanding principal balance of the
household’s loan below the maximum
loan-to-value ratio required under the
HOPE for Homeowners Program in
order to enable the household to meet
the applicable mortgage debt-to-income
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ratio requirements under such Program,
i.e., to make the refinanced loan
affordable to the household. This use of
the AHP subsidy is consistent with the
current AHP rule, which permits use of
the AHP subsidy to pay for down
payment assistance in connection with
the purchase of a home under the
homeownership set-aside program. See
12 CFR 1291.6(c)(4). In addition, under
the new AHP refinancing authority, a
member may use the AHP subsidy to
pay FHA-approved loan closing costs.
This use of AHP subsidy also is
consistent with the current AHP rule,
which permits use of the AHP subsidy
to pay for closing costs in connection
with the purchase of a home under the
homeownership set-aside program. See
12 CFR 1291.6(c)(4) and (8).

F. Eligible Lender Participants:
§1291.6(f)(4)

Under the interim final rule, a Bank
may provide the AHP direct subsidy to
members that are FHA-approved lenders
for the purpose of refinancing an
eligible loan with an FHA-insured loan
by the member. A Bank may also, in its
discretion, provide the AHP subsidy to
members that will provide the subsidy
to FHA-approved lenders that are not
members of the Bank for the purpose of
refinancing an eligible loan if, after
consulting with the Bank’s Advisory
Council, the Bank determines that such
action would be in the best interests of
borrowers in the Bank’s district. 12 CFR
1291.6(f)(4). Providing the subsidy to
members, or to members who provide it
to nonmembers, is consistent with the
current AHP homeownership set-aside
process under which a Bank provides
the AHP subsidy to a member for use in
conjunction with making a loan to a
borrower, or to a member that provides
the subsidy to another member or
nonmember lender to make an AHP-
assisted loan to a borrower.

G. AHP Retention Agreements

The interim final rule does not require
five-year retention agreements as
required under the current AHP
regulation and, therefore, does not
require repayment of AHP subsidy by a
household in the event of a subsequent
sale or refinancing of the unit during the
five-year retention period. See 12 CFR
1291.6(c)(5) and 1291.9(a)(7). The FHFA
has decided not to include this
requirement because the HOPE for
Homeowners Program includes a
requirement generally that any
appreciation or equity created as a result
of a sale or refinancing during the five-
year period must be shared between the
FHA, the borrower, and any subordinate
mortgage holder whose lien was

extinguished as part of the refinancing
under the Program. See Reform Act at
sec. 1402(a) (National Housing Act sec.
257(e)(4)(B), and (k)).

H. Monitoring: § 1291.7(b)

The interim final rule amends existing
§1291.7(b), which sets forth the
monitoring requirements for
homeownership set-aside programs
generally, to make a Bank’s mortgage
refinancing program subject to those
monitoring requirements. Thus, a
Bank’s written monitoring policies for
its homeownership set-aside programs
must include requirements for: (i)
Determining whether AHP subsidy was
provided to households with incomes at
or below 80 percent of the area median
income as required in § 1291.6(c)(2)(i),
and all other applicable eligibility
requirements in § 1291.6(c) and (f); (ii)
Bank review of member certifications,
prior to disbursement of the AHP
subsidy, that the subsidy will be
provided in compliance with all
applicable eligibility requirements in
§1291.6(c) and (f); and (iii) Bank review
of back-up documentation regarding
household incomes maintained by the
member, and maintenance and Bank
review of other documentation in the
Bank’s discretion.

I. Sunset Date: § 1291.6(f)(5)

The interim final rule includes a
provision terminating the Banks’
authority to commit AHP subsidy for
refinancing after July 30, 2010, which is
the expiration date of the two-year
period in section 1218 of the Reform
Act. 12 CFR 1291.6(f)(5). The rule
allows lenders to use AHP subsidy
committed by that date to refinance
loans that are in the pipeline. This
means that a lender may use the AHP
subsidy for a loan that was submitted to
the FHA for approval on or before July
30, 2010 that is approved for refinancing
under the HOPE for Homeowners
Program after that date. Title IV of the
Reform Act provides that the sunset
date for the HOPE for Homeowners
Program is September 30, 2011. See
Reform Act at sec. 1402(a) (National
Housing Act sec. 257(r)). In light of our
view that prior to its amendment by the
Reform Act, section 10(j) of the Bank
Act provided the legal authority for the
FHFA to permit the Banks to use AHP
subsidy to pay costs associated with
refinancing existing mortgage loans, see
73 FR at 20553-55, the FHFA requests
comment on whether it should extend
the sunset date to be co-extensive with
that of the HOPE for Homeowners
Program.

The FHFA invites comments on all
aspects of the interim final rule.

III. Notice and Public Participation

The FHFA for good cause finds that
the notice and comment procedure
required by the Administrative
Procedure Act is impracticable or
contrary to the public interest in this
instance. See 5 U.S.C. 553(b)(3)(B).
Section 1218 of the Reform Act requires
that the FHFA’s regulations authorize
the use of AHP subsidy for mortgage
refinancing for a two-year period
commencing on July 30, 2008. Issuance
of an interim final rule will enable the
Banks to expedite implementation of
AHP mortgage refinancing programs
pursuant to section 1218. The delay that
would ensue during a proposed notice
and comment rulemaking would
significantly curtail the available period
of time for implementation and
operation of AHP mortgage refinancing
programs by the Banks. However,
because the FHFA believes that public
comments are valuable, it encourages
comments on this interim final rule, and
will consider all comments received on
or before December 16, 2008 in
promulgating a final rule.

1V. Effective Date

For the reasons stated in part III
above, the FHFA for good cause finds
that the interim final rule should
become effective on October 17, 2008.
See 5 U.S.C. 553(d)(3).

V. Paperwork Reduction Act

The information collection contained
in the current AHP regulation, entitled
“Affordable Housing Program (AHP),”
has been assigned control number 3069—
0006 by the Office of Management and
Budget (OMB). The interim final rule
does not substantively or materially
modify the approved information
collection. Consequently, the FHFA has
not submitted any information to OMB
for review under the Paperwork
Reduction Act of 1995 (PRA). See 44
U.S.C. 3501 et seq.

VI. Regulatory Flexibility Act

The FHFA is adopting this regulation
in the form of an interim final rule and
not as a proposed rule. Therefore, the
provisions of the Regulatory Flexibility
Act do not apply. See 5 U.S.C. 601(2)
and 603(a).

List of Subjects in 12 CFR Parts 951 and
1291

Community development, Credit,
Federal home loan banks, Housing,
Reporting and recordkeeping
requirements.

m For the reasons stated in the preamble,
the FHFA hereby amends chapters IX
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and XII of title 12 of the Code of Federal
Regulations as follows:

CHAPTER XII—FEDERAL HOUSING
FINANCE AGENCY

m 1. Amend title 12 CFR chapter XII by
establishing subchapter E, consisting of
parts 1280 through 1299, to read as
follows:

PART 951—AFFORDABLE HOUSING
PROGRAM

Subchapter E—Housing Goals and Mission

CHAPTER IX—FEDERAL HOUSING
FINANCE BOARD

m 2. Transfer 12 CFR part 951 from
chapter IX, subchapter G, to chapter XII,
subchapter E and redesignate as 12 CFR
part 1291.

PART 1291—FEDERAL HOME LOAN
BANKS’ AFFORDABLE HOUSING
PROGRAM

m 3. The authority citation for the newly
redesignated part 1291 continues to read

as follows:

Authority: 12 U.S.C. 1430()).

m 3A. Revise the heading of newly
redesignated part 1291 to read as set
forth above.

m 4. Amend the newly redesignated part

1291 as follows:

Amend:

By removing the reference to:

And adding in its place:

§1291.1, definition of “Affordable”
§1291.1, definition of “Competitive application pro-

gram”.
§1291.1,

definition of

“Homeownership set-aside

§951.1 of this part
§951.5 of this part

§951.6 of this part

§951.1 of this part
§951.5 of this part
§951.6 of this part
§951.5(c)(13) of this part ....
§951.5(c)(14) of this part ....
§951.7 of this part
§951.8(f)(2) of this part
§951.9(a)(7) and (a)(8) of this part ...
§951.9(a)(7) of this part
§951.9(a)(8) of this part
§951.5(c)(13) of this part ....
§951.5(c)(14) of this part .......ccceenns
§§951.7(a) and 951.9 of this part
§§951.8 and 951.9 of this part
§951.7(a), 951.8, and 951.9, respectively, of this
part.
§951.5(f) of this part
§951.8(f)(2) of this part ...
§951.3 of this part
§951.5(e) of this part
§951.2(b)(2) of this part
§951.9(a)(7) of this part
§951.9(a)(7) or (a)(8), respectively, of this part
§951.1 of this part
§951.6(c)(2) of this part ...
§951.6(c) of this part
§951.6(c)(5) of this part ...
§951.6(c) of this part
§951.5(f) of this part
§907.9 of this chapter

§1291.1.
§1291.5.

§1291.6.

§1291.1.
§1291.5.
§1291.6.
§1291.5(c)(13).
§1291.5(c)(14).
§1291.7.
§1291.8()(2).
§1291.9(a)(7) and (8).
§1291.9(a)(7).

§1291.9(a)(8).

paragraph (c)(13) of this section.
paragraph (c)(14) of this section.
§§1291.7(a) and 1291.9.
§§1291.8 and 1291.9.
§§1291.7(a), 1291.8, and 1291.9.

paragraph (f) of this section.
§1291.8(f)(2).

§1291.3.

paragraph (e) of this section.
§1291.2(b)(2).
§1291.9(a)(7).
§1291.9(a)(7) or (8).
§1291.1.

§1291.6(c)(2).

§1291.6(c).

§1291.6(c)(5).

§1291.6(c).

§1291.5(f).

12 CFR 907.9.

Q)(A)(I) woeeerereere e §951.8(b)(1) of this part .........ccccvreenene §1291.8(b)(1).
§1291. 9 Q) (A)(I)(A) errreeerrreeie e §951.8(b)(2)(i) or (b)(2)(ii) of this part ... §1291.8(b)(2)(i) or (ii).
§1291.9(2)(4) (i) (B) -vervverereerrereerieneerreseere e §951.8(b)(2)(i) of this part ......c.cccvrvennene §1291.8(b)(2)(i).
§1291.9(8)(5)(I) +rveerrreereerrirrieeere e §951.7 of this part .............. §1291.7.
§1291.9(2)(5) (1) +vvevermrerrereerrereerrese e §951.7 of this part ........... §1291.7.
§1291.9(a)(7) (1)) (A) wervereereereeeee e §951.8(f)(2) of this part ... §1291.8(f)(2).
§1291.9(a)(7) (i) (B) +erververeerrereerreneereseenre e §951.8(f)(2) «ovvveerrereenririen §1291.8(f)(2).
§1291.9(2)(9) +overreeeereerierie e §951.5(c)(13) of this part ........ §1291.5(c)(13).
§1291.9(D) oo §951.8(b)(2)(ii) of this part ..... § 1291.8(b)(2)(ii).
§1291.17(Q) weoveeerieeiieeiee e §951.2(a) of this part .............. §1291.2(a).
§1291.12(2) .vevvereeeiereeieree e §951.2(a) of this part ....... §1291.2(a).
§1291.12(D) oo §951.2(a) of this part .......ccceeveveiiiriieeeeee e §1291.2(a).

m 5. In newly redesignated part 1291, §1291.1 Definitions.
revise all references to “Finance Board” * * * * *
to read “FHFA”.

FHFA means the Federal Housing
Finance Agency.
Director means the Director of the * * * * *
m 6. In newly redesignated § 1291.1,add ~ Federal Housing Finance Agency, or his ;
the following definitions in alphabetical ~or her designate. ? 171 Am'end §1291.2(b)(2)(1) to read as
order: * * * * * orows:
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§1291.2 Required annual AHP
contributions; allocation of contributions.
* * * * *

(b) L

(2) Homeownership set-aside
programs—(i) Allocation amount; first-
time homebuyers. (A) A Bank, in its
discretion, may set aside annually, in
the aggregate, up to the greater of $4.5
million or 35 percent of the Bank’s
annual required AHP contribution to
provide funds to members participating
in homeownership set-aside programs,
including a mortgage refinancing set-
aside program established under
paragraph (f) of this section, pursuant to
the requirements of this part.

(B) If a Bank sets aside funds solely
for homeownership set-aside programs
other than a mortgage refinancing
program established under paragraph (f)
of this section, at least one-third of the
Bank’s aggregate annual set-aside
allocation to such programs shall be to

assist first-time homebuyers.
* * * * *

m 8. Amend § 1291.6 by adding
paragraph (f) to read as follows:

§1291.6 Homeownership set-aside
programs.

(f) Mortgage refinancing program—(1)
General. A Bank may establish a
homeownership set-aside program for
the use of AHP direct subsidy by its
members to assist in the refinancing of
a household’s mortgage loan, provided
such program meets the requirements of
this paragraph (f) and otherwise meets
the requirements of part 1291. The
provisions of paragraphs (c)(2)(ii),
(c)(2)(iii), and (c)(4) through (c)(8) of
this section, shall not apply to such
program.

(2) Eligible loans. A loan is eligible to
be refinanced with AHP direct subsidy
if the loan is secured by a first mortgage
on an owner-occupied unit that is the
primary residence of the household, and
the loan is refinanced under the Federal
Housing Administration’s (FHA) HOPE
for Homeowners Program established
pursuant to Title IV of the Housing and
Economic Recovery Act of 2008 and
thereby meets all applicable
underwriting requirements and other
standards under Title II of the National
Housing Act, as amended by Title IV (12
U.S.C. 1707 et seq.).

(3) Eligible uses of AHP direct
subsidy. Members may provide the AHP
direct subsidy to:

(i) Reduce the outstanding principal
balance of the loan below the maximum
loan-to-value ratio required under the
HOPE for Homeowners Program in
order to make the refinanced loan
affordable to the household by enabling

the household to meet the HOPE for
Homeowners Program’s debt-to-income
standards for a low-or moderate-income
household; or

(ii) Pay FHA-approved loan closing
costs.

(4) Eligible lender participants. A
Bank may provide the AHP direct
subsidy to members that are FHA-
approved lenders for the purpose of
refinancing an eligible loan with an
FHA-insured loan by the member, or, in
the Bank’s discretion, to members that
provide the subsidy to FHA-approved
lenders that are not members of the
Bank for the purpose of refinancing an
eligible loan if, after consulting with the
Bank’s Advisory Council, the Bank
determines that such action would be in
the best interests of borrowers in the
Bank’s district.

(5) Sunset. (i) This paragraph (f) shall
expire on July 30, 2010, and a Bank may
not commit AHP subsidy to households
under its refinancing program after such
date.

(ii) A lender may use the AHP subsidy
committed by such date for a loan
submitted to the FHA for approval on or
before July 30, 2010 that is approved for
refinancing under the HOPE for
Homeowners Program after such date.

m 9. Amend § 1291.7 by:

m a. In paragraph (b)(1)(ii), adding “and
§1291.6(f)” after <“§1291.6(c)”’; and

m b. In paragraph (b)(2)(i), adding “and
§1291.6(f)” after “§1291.6(c)”.

m 10. In newly redesignated § 1291.11,
revise all references to “Board of
Directors” to read ““Director”.

Dated: October 7, 2008.
James B. Lockhart III,
Director, Federal Housing Finance Agency.
[FR Doc. E8-24320 Filed 10-16—08; 8:45 am]
BILLING CODE 8070-01-P

SMALL BUSINESS ADMINISTRATION

13 CFR Part 101
RIN 3245-AF75

Small Business Energy Efficiency
Program

AGENCY: Small Business Administration.
ACTION: Direct final rule; comment
request.

SUMMARY: The U.S. Small Business
Administration (SBA or Administration)
is establishing a government-wide
program that builds on the Energy Star
for Small Business Program, and is
located at http://www.sba.gov/energy.
This rule is promulgated to comply with
a provision of the Energy Independence
and Security Act of 2007.

DATES: This rule is effective December 1,
2008, without further action, unless
SBA receives a significant adverse
comment by November 17, 2008. If SBA
receives any significant adverse
comments, SBA will publish a timely
withdrawal of this rule in the Federal
Register.

ADDRESSES: You may submit comments,
identified by RIN: 3245—-AF75, by any of
the following methods:

e Federal eRulemaking Portal: http://
www.regulations.gov. Follow the
instructions for submitting documents.

e Mail, for paper, disk, or CD-ROM
submissions: Kathryn Holt, Analyst,
Office of Policy and Strategic Planning,
Office of the Administrator, 409 Third
Street, SW., Mail Code 2150,
Washington, DC 20416.

e Hand Delivery/Courier: Kathryn
Holt, Analyst, Office of Policy and
Strategic Planning, Office of the
Administrator, 409 Third Street, SW.,
Mail Stop 2150, Washington, DC 20416.

SBA will post all comments on
http://www.regulations.gov. If you wish
to submit confidential business
information (CBI) as defined in the User
Notice at http://www.regulations.gov,
please submit the information to
Kathryn Holt, Analyst, Office of Policy
and Strategic Planning, Office of the
Administrator, 409 Third Street, SW.,
Mail Stop 2150, Washington, DC 20416,
or send an e-mail to
kathryn.holt@sba.gov. Highlight the
information that you consider to be CBI
and explain why you believe SBA
should hold this information as
confidential. SBA will review the
information and make its final
determination of whether it will publish
the information or not.

FOR FURTHER INFORMATION CONTACT:
Kathryn Holt, Analyst, Office of Policy
and Strategic Planning, Office of the
Administrator, 409 Third Street, SW.,
Mail Stop 2150, Washington, DC 20416
or kathryn.holt@sba.gov.
SUPPLEMENTARY INFORMATION: The
Administration has developed and
coordinated a Government-wide
program, building on the Energy Star for
Small Business Program, to assist small
business concerns in: Becoming more
energy efficient, understanding the cost
savings from improved energy
efficiency, and identifying financing
options for energy efficiency upgrades.
This rule is promulgated to comply with
the Energy Independence and Security
Act of 2007, §1203(b). (15 U.S.C. 657h).

The program was developed and
coordinated in consultation with the
Secretary of the Department of Energy
and the Administrator of the
Environmental Protection Agency, and
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in cooperation with entities the
Administration has considered
appropriate, for example, industry trade
associations, industry members, and
energy efficiency organizations.

The Administration is making
available the information and materials
developed under the program to small
business concerns, including smaller
design, engineering, and construction
firms, and other Federal programs for
energy efficiency, such as the Energy
Star for Small Business Program.

The Administration will develop a
strategy to educate, encourage, and
assist small business concerns in
adopting energy efficient building
fixtures and equipment.

Consideration of Comments

This is a direct final rule, and SBA
will review all comments. SBA believes
that this rule is routine and non-
controversial, and SBA anticipates no
significant adverse comments to this
rulemaking. If SBA receives any
significant adverse comments, it will
publish a timely withdrawal of this
direct final rule.

Compliance With Executive Orders
12866, 12988, and 13132, the
Paperwork Reduction Act (44 U.S.C.
Ch. 35), and the Regulatory Flexibility
Act (5 U.S.C. 601-612)

Executive Order 12866

The Office of Management and Budget
(OMB) has determined that this rule
does not constitute a significant
regulatory action under Executive Order
12866.

Executive Order 12988

This action meets applicable
standards set forth in sections 3(a) and
3(b)(2) of Executive Order 12988, Civil
Justice Reform, to minimize litigation,
eliminate ambiguity, and reduce
burden. The action does not have
retroactive or preemptive effect.

Executive Order 13132

For purposes of E.O. 13132, the SBA
has determined that the rule will not
have substantial, direct effects on the
States, on the relationship between the
national government and the States, or
on the distribution of power and
responsibilities among the various
levels of government. Therefore, for the
purpose of Executive Order 13132,
Federalism, SBA determines that this
proposed rule has no federalism
implications warranting preparation of a
federalism assessment.

Paperwork Reduction Act, 44 U.S.C. Ch.
35

SBA has determined that this
proposed rule does not impose
additional reporting or recordkeeping
requirements under the Paperwork
Reduction Act, 44 U.S.C. Chapter 35.

Regulatory Flexibility Act, 5 U.S.C. 601-
612

The Regulatory Flexibility Act (RFA)
5 U.S.C. 601, requires administrative
agencies to consider the effect of their
actions on small entities, small non-
profit enterprises, and small local
governments. Pursuant to the RFA,
when an agency issues a rulemaking,
the agency must prepare a regulatory
flexibility analysis which describes the
impact of the rule on small entities.
However, section 605 of the RFA allows
an agency to certify a rule, in lieu of
preparing an analysis, if the rulemaking
is not expected to have a significant
economic impact on a substantial
number of small entities. Within the
meaning of RFA, SBA certifies that this
rule will not have a significant
economic impact on a substantial
number of small entities.

List of Subjects in 13 CFR Part 101

Administrative practice and
procedure, Authority delegations
(Government agencies),
Intergovernmental relations,
Investigations, Organization and
functions (Government agencies),
Reporting and recordkeeping
requirements.

m For the reasons stated in the preamble,
the Small Business Administration
amends 13 CFR part 101 as follows:

PART 101-ADMINISTRATION

m 1. The authority citation for part 101
is revised to read as follows:

Authority: 5 U.S.C. 552 and App. 3, secs.
2, 4(a), 6(a), and 9(a)(1)(T); 15 U.S.C. 633,
634, 687; 31 U.S.C. 6506; 44 U.S.C. 3512; 42
U.S.C. 6307(d); 15 U.S.C. 657h; E.O. 12372
(July 14, 1982), 47 FR 30959, 3 CFR, 1982
Comp., p. 197, as amended by E.O. 12416
(April 8, 1983), 48 FR 15887, 3 CFR, 1983
Comp., p. 186.

m 2. Amend part 101 by adding Subpart
E to read as follows:

Subpart E—Small Business Energy
Efficiency

Sec.
101.500 Small Business Energy Efficiency
Program.

§101.500 Small Business Energy
Efficiency Program.

(a) The Administration has developed
and coordinated a Government-wide

program, which is located at http://
www.sba.gov/energy, building on the
Energy Star for Small Business Program,
to assist small business concerns in
becoming more energy efficient,
understanding the cost savings from
improved energy efficiency, and
identifying financing options for energy
efficiency upgrades.

(b) The Program has been developed
and coordinated in consultation with
the Secretary of the Department of
Energy and the Administrator of the
Environmental Protection Agency, and
in cooperation with entities the
Administrator has considered
appropriate, for example, such as
industry trade associations, industry
members, and energy efficiency
organizations. SBA’s Office of Policy
and Strategic Planning will be
responsible for overseeing the program
but will coordinate with the Department
of Energy and EPA.

(c) The Administration is distributing
and making available online, the
information and materials developed
under the program to small business
concerns, including smaller design,
engineering, and construction firms, and
other Federal programs for energy
efficiency, such as the Energy Star for
Small Business Program.

(d) The Administration will develop a
strategy to educate, encourage, and
assist small business concerns in
adopting energy efficient building
fixtures and equipment.

Sandy K. Baruah,

Acting Administrator.

[FR Doc. E8-24599 Filed 10-16-08; 8:45 am]
BILLING CODE 8025-01-P

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 240
[Release No. 34-58774; File No. S7-08-08]
RIN 3235-AK06

“Naked” Short Selling Antifraud Rule

AGENCY: Securities and Exchange
Commission.

ACTION: Final rule.

SUMMARY: The Securities and Exchange
Commission (“Commission”) is
adopting an antifraud rule under the
Securities Exchange Act of 1934
(“Exchange Act”’) to address fails to
deliver securities that have been
associated with ‘“naked” short selling.
The rule will further evidence the
liability of short sellers, including
broker-dealers acting for their own
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accounts, who deceive specified persons
about their intention or ability to deliver
securities in time for settlement
(including persons that deceive their
broker-dealer about their locate source
or ownership of shares) and that fail to
deliver securities by settlement date.
DATES: Effective Date: October 17, 2008.
FOR FURTHER INFORMATION CONTACT:
James A. Brigagliano, Associate
Director, Josephine J. Tao, Assistant
Director, Victoria L. Crane, Branch
Chief, Joan M. Collopy, Special Counsel,
Christina M. Adams and Matthew
Sparkes, Staff Attorneys, Office of
Trading Practices and Processing,
Division of Trading and Markets, at
(202) 551-5720, at the Securities and
Exchange Commission, 100 F Street,
NE., Washington, DC 20549-6628.
SUPPLEMENTARY INFORMATION: We are
adding Rule 10b—21 [17 CFR 242.10b—
21] under the Exchange Act.

1. Introduction

We are adopting an antifraud rule,
Rule 10b—21, aimed at short sellers,
including broker-dealers acting for their
own accounts, who deceive specified
persons, such as a broker or dealer,
about their intention or ability to deliver
securities in time for settlement and that
fail to deliver securities by settlement
date. Among other things, Rule 10b-21
will target short sellers who deceive
their broker-dealers about their source
of borrowable shares for purposes of
complying with Regulation SHO’s
“locate” requirement.! Rule 10b—21 will
also apply to sellers who misrepresent
to their broker-dealers that they own the
shares being sold.

A seller misrepresenting its short sale
locate source or ownership of shares
may intend to fail to deliver securities
in time for settlement and, therefore,
engage in abusive “naked” short selling.
Although abusive ‘“naked” short selling
is not defined in the federal securities
laws, it refers generally to selling short
without having stock available for
delivery and intentionally failing to
deliver stock within the standard three-
day settlement cycle.2

Although abusive “naked” short
selling as part of a manipulative scheme
is always illegal under the general
antifraud provisions of the federal
securities laws, including Rule 10b—5 of
the Exchange Act,® Rule 10b—21 will
further evidence the liability of persons

1See 17 CFR 242.203(b)(1).

2 See Exchange Act Release No. 56212 (Aug. 7,
2007), 72 FR 45544 (Aug. 14, 2007) (2007
Regulation SHO Final Amendments”); Exchange
Act Release No. 54154 (July 14, 2006), 71 FR 41710
(July 21, 2006) (2006 Regulation SHO Proposed
Amendments”).

317 CFR 240.10b-5.

that deceive others about their intention
or ability to deliver securities in time for
settlement, including persons that
deceive their broker-dealer about their
locate source or ownership of shares.4
We believe that a rule further
evidencing the illegality of these
activities will focus the attention of
market participants on such activities.
Rule 10b—21 will also further evidence
that the Commission believes such
deceptive activities are detrimental to
the markets and will provide a measure
of predictability for market participants.

All sellers of securities should
promptly deliver, or arrange for delivery
of, securities to the respective buyer and
all buyers of securities have the right to
expect prompt delivery of securities
purchased. Thus, Rule 10b—21 takes
direct aim at an activity that may create
fails to deliver. Those fails can have a
negative effect on shareholders,
potentially depriving them of the
benefits of ownership, such as voting
and lending. They also may create a
misleading impression of the market for
an issuer’s securities. Rule 10b—21 will
also aid broker-dealers in complying
with the locate requirement of
Regulation SHO and, thereby,
potentially reduce fails to deliver. In
addition, Rule 10b-21 could help
reduce manipulative schemes involving
“naked” short selling.

II. Background

A. Regulation SHO

Short selling involves a sale of a
security that the seller does not own or
that is consummated by the delivery of
a security borrowed by or on behalf of
the seller.5 In a “naked” short sale, a
seller does not borrow or arrange to
borrow securities in time to make
delivery to the buyer within the
standard three-day settlement period.®
As a result, the seller fails to deliver
securities to the buyer when delivery is
due (known as a “fail”’ or ““fail to
deliver”).” Sellers sometimes

4This conduct is also in violation of other
provisions of the federal securities laws, including
the antifraud provisions.

517 CFR 242.200(a).

6 See Exchange Act Release No. 50103 (July 28,
2004), 69 FR 48008 (Aug. 6, 2004) (“2004
Regulation SHO Adopting Release”) (stating that
“naked”” short selling generally refers to selling
short without having borrowed the securities to
make delivery).

7 Generally, investors complete or settle their
security transactions within three business days.
This settlement cycle is known as T+3 (or “trade
date plus three days”). T+3 means that when the
investor purchases a security, the purchaser’s
payment generally is received by its brokerage firm
no later than three business days after the trade is
executed. When the investor sells a security, the
seller generally delivers its securities, in certificated
or electronic form, to its brokerage firm no later

intentionally fail to deliver securities as
part of a scheme to manipulate the price
of a security,? or possibly to avoid
borrowing costs associated with short
sales.

Although the majority of trades settle
within the standard three-day
settlement period,? we adopted
Regulation SHO 10 in part to address
problems associated with persistent fails
to deliver securities and potentially
abusive ‘“‘naked” short selling.1? Rule

than three business days after the sale. The three-
day settlement period applies to most security
transactions, including stocks, bonds, municipal
securities, mutual funds traded through a brokerage
firm, and limited partnerships that trade on an
exchange. Government securities and stock options
settle on the next business day following the trade.
In addition, Rule 15¢6—1 prohibits broker-dealers
from effecting or entering into a contract for the
purchase or sale of a security that provides for
payment of funds and delivery of securities later
than the third business day after the date of the
contract unless otherwise expressly agreed to by the
parties at the time of the transaction. 17 CFR
240.15¢6-1; Exchange Act Release No. 33023 (Oct.
7,1993), 58 FR 52891 (Oct. 13, 1993). However,
failure to deliver securities on T+3 does not violate
Rule 15c6-1.

8In 2003, the Commission settled a case against
certain parties relating to allegations of
manipulative short selling in the stock of a
corporation. The Commission alleged that the
defendants profited from engaging in massive
“naked” short selling that flooded the market with
the stock, and depressed its price. See Rhino
Advisors, Inc. and Thomas Badian, Lit. Rel. No.
18003 (Feb. 27, 2003); see also SEC v. Rhino
Advisors, Inc. and Thomas Badian, Civ. Action No.
03—civ—=1310 (RO) (S.D.N.Y) (Feb. 26, 2003); see
also Securities Exchange Act Release No. 48709
(Oct. 28, 2003), 68 FR 62972, 62975 (Nov. 6, 2003)
(“2003 Regulation SHO Proposing Release”)
(describing the alleged activity in the settled case
involving stock of Sedona Corporation); 2004
Regulation SHO Adopting Release, 69 FR at 48016,
n.76.

9 According to the National Securities Clearing
Corporation (“NSCC”), 99% (by dollar value) of all
trades settle on time. Thus, on an average day,
approximately 1% (by dollar value) of all trades,
including equity, debt, and municipal securities fail
to settle. The vast majority of these fails are closed
out within five days after T+3. In addition, fails to
deliver may arise from either short or long sales of
securities. There may be legitimate reasons for a fail
to deliver. For example, human or mechanical
errors or processing delays can result from
transferring securities in custodial or other form
rather than book-entry form, thereby causing a fail
to deliver on a long sale within the normal three-
day settlement period. In addition, broker-dealers
that make markets in a security (‘“market makers’’)
and who sell short thinly-traded, illiquid stock in
response to customer demand may encounter
difficulty in obtaining securities when the time for
delivery arrives. The Commission’s Office of
Economic Analysis (“OEA”) estimates that, on an
average day between May 1, 2007 and July 31, 2008
(i.e., the time period that includes all full months
after the Commission started receiving price data
from NSCCQC), trades in ‘“‘threshold securities,” as
defined in Rule 203(b)(c)(6) of Regulation SHO, that
fail to settle within T+3 account for approximately
0.3% of dollar value of trading in all equity
securities.

1017 CFR 242.200. Regulation SHO became
effective on January 3, 2005.

11 See 2007 Regulation SHO Final Amendments,
72 FR at 45544 (stating that “‘[a]Jmong other things,

Continued
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203 of Regulation SHO, in particular,
contains a “locate” requirement that
provides that, ““[a] broker or dealer may
not accept a short sale order in an equity
security from another person, or effect a
short sale in an equity security for its
own account, unless the broker or dealer
has: (i) Borrowed the security, or
entered into a bona-fide arrangement to
borrow the security; or (ii) Reasonable
grounds to believe that the security can
be borrowed so that it can be delivered
on the date delivery is due; and (iii)
Documented compliance with this
paragraph (b)(1).”” 12 In the 2004
Regulation SHO Adopting Release, the
Commission explicitly permitted
broker-dealers to rely on customer
assurances that the customer has
identified its own source of borrowable
securities, provided it is reasonable for
the broker-dealer to do so.1® We are
concerned, however, that some short
sellers may have been deliberately
misrepresenting to broker-dealers that
they have obtained a legitimate locate
source.14

In addition, we are concerned that
some short sellers may have made
misrepresentations to their broker-
dealers about their ownership of shares
as an end run around Regulation SHO’s
locate requirement.’5 Some sellers have
also misrepresented that their sales are
long sales in order to circumvent Rule
105 of Regulation M, 6 which prohibits
certain short sellers from purchasing
securities in a secondary or follow-on
offering.1” Under Rule 200(g)(1) of
Regulation SHO, “[a]n order to sell shall
be marked ‘long’ only if the seller is
deemed to own the security being sold
pursuant to paragraphs (a) through (f) of
this section 18 and either: (i) The

Regulation SHO imposes a close-out requirement to
address persistent failures to deliver stock on trade
settlement date and to target potentially abusive
“naked” short selling in certain equity securities.”).

1217 CFR 242.203(b). Market makers engaged in
bona fide market making in the security at the time
they effect the short sale are excepted from this
requirement.

13 See 2004 Regulation SHO Adopting Release, 69
FR at 48014.

14 See, e.g., Sandell Asset Management Corp.,
Lars Eric Thomas Sandell, Patrick T. Burke and
Richard F. Ecklord, Securities Act Release No. 8857
(Oct. 10, 2007) (settled order).

15 See id.

1617 CFR 242.105.

17 See Goldman Sachs Execution and Clearing
L.P., Exchange Act Release No. 55465 (Mar. 14,
2007) (settled order); Weitz and Altman, Lit.
Release No. 18121 (April 30, 2003) (settled civil
action).

18 Rule 200(b) of Regulation SHO provides that a
seller is deemed to own a security if, “(1) The
person or his agent has title to it; or (2) The person
has purchased, or has entered into an unconditional
contract, binding on both parties thereto, to
purchase it, but has not yet received it; or (3) The
person owns a security convertible into or

security to be delivered is in the
physical possession or control of the
broker or dealer; or (ii) it is reasonably
expected that the security will be in the
physical possession or control of the
broker or dealer no later than the
settlement of the transaction.” 19

Under Regulation SHO, the executing
or introducing broker-dealer is
responsible for determining whether
there are reasonable grounds to believe
that a security can be borrowed so that
it can be delivered on the date delivery
is due on a short sale, and whether a
seller owns the security being sold and
can reasonably expect that the security
will be in the physical possession or
control of the broker-dealer no later than
settlement date for a long sale. However,
a broker-dealer relying on a customer
that makes misrepresentations about its
locate source or ownership of shares
may not receive shares when delivery is
due. For example, sellers may be
making misrepresentations to their
broker-dealers about their locate sources
or ownership of shares for securities
that are very difficult or expensive to
borrow. Such sellers may know that
they cannot deliver securities by
settlement date due to, for example, a
limited number of shares being available
to borrow or purchase, or they may not
intend to obtain shares for timely
delivery because the cost of borrowing
or purchasing may be high. That result
undermines the Commission’s goal of
addressing concerns related to “naked”
short selling and extended fails to
deliver.

B. Concerns About “Naked” Short
Selling

We have been concerned about
‘“naked” short selling and, in particular,
abusive “naked” short selling, for some
time. As discussed above, our concerns
about potentially abusive “naked” short
selling were an important reason for our
adoption of Regulation SHO in 2004. In
addition, due to our concerns about the
potentially negative market impact of
large and persistent fails to deliver, and
the fact that we continued to observe a
small number of threshold securities 2°

exchangeable for it and has tendered such security
for conversion or exchange; or (4) The person has
an option to purchase or acquire it and has
exercised such option; or (5) The person has rights
or warrants to subscribe to it and has exercised such
rights or warrants; or (6) The person holds a
security futures contract to purchase it and has
received notice that the position will be physically
settled and is irrevocably bound to receive the
underlying security.”

1917 CFR 242.200(g)(1).

20 A “threshold security” is defined in Rule
203(c)(6) as any equity security of an issuer that is
registered pursuant to section 12 of the Exchange
Act (15 U.S.C. 78]) or for which the issuer is

with fail to deliver positions that were
not being closed out under existing
delivery and settlement requirements, in
2007 we eliminated the “‘grandfather”
exception to Regulation SHO’s close-out
requirement 2! and today we adopted
amendments to eliminate the options
market maker exception to the close-out
requirement.?2

In addition to the actions we have
taken aimed at reducing fails to deliver
and addressing potentially abusive
“naked” short selling in threshold
securities, recently we took emergency
action targeting ‘‘naked” short selling in
some non-threshold securities.
Specifically, on July 15, 2008, we
published an emergency order under
Section 12(k) of the Exchange Act (the
“July Emergency Order”) 23 that
temporarily imposed enhanced
requirements on short sales in the
publicly traded securities of certain
substantial financial firms.24

We issued the July Emergency Order
because we were concerned that false
rumors spread by short sellers regarding
financial institutions of significance in
the U.S. could continue to threaten
significant market disruption. As we

required to file reports pursuant to section 15(d) of
the Exchange Act (15 U.S.C. 780(d)): (i) For which
there is an aggregate fail to deliver position for five
consecutive settlement days at a registered clearing
agency of 10,000 shares or more, and that is equal
to at least 0.5% of the issue’s total shares
outstanding; and (ii) that is included on a list
disseminated to its members by a self-regulatory
organization. 17 CFR 242.203(c)(6).

21 See 2007 Regulation SHO Final Amendments,
72 FR 45544. The “grandfather” exception had
provided that fails to deliver established prior to a
security becoming a threshold security did not have
to be closed out in accordance with Regulation
SHO’s close-out requirement. This amendment also
contained a one-time phase-in period that provided
that previously-grandfathered fails to deliver in a
security that was a threshold security on the
effective date of the amendment must be closed out
within 35 consecutive settlement days from the
effective date of the amendment. The phase-in
period ended December 5, 2007.

22 See Exchange Act Release No. 34-58775 (Oct.
14, 2008) (2008 Regulation SHO Final
Amendments”). The options market maker
exception had excepted from the close-out
requirement any fail to deliver position in a
threshold security resulting from short sales
effected by a registered options market maker to
establish or maintain a hedge on options positions
that were created before the underlying security
became a threshold security.

23 See Exchange Act Release No. 58166 (July 15,
2008).

24 See id. The Emergency Order required that, in
connection with transactions in the publicly traded
securities of the substantial financial firms
identified on Appendix A to the Emergency Order
(“Appendix A Securities”), no person could effect
a short sale in the Appendix A Securities using the
means or instrumentalities of interstate commerce
unless such person or its agent had borrowed or
arranged to borrow the security or otherwise had
the security available to borrow in its inventory
prior to effecting such short sale and delivered the
security on settlement date.
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noted in the July Emergency Order, false
rumors can lead to a loss of confidence
in our markets. Such loss of confidence
can lead to panic selling, which may be
further exacerbated by ‘“naked” short
selling. As a result, the prices of
securities may artificially and
unnecessarily decline well below the
price level that would have resulted
from the normal price discovery
process. If significant financial
institutions are involved, this chain of
events can threaten disruption of our
markets.25

On July 29, 2008, we extended the
July Emergency Order after carefully
reevaluating the current state of the
markets in consultation with officials of
the Board of Governors of the Federal
Reserve System, the Department of the
Treasury, and the Federal Reserve Bank
of New York. Due to our continued
concerns about the ongoing threat of
market disruption and effects on
investor confidence, we determined that
the standards of extension had been
met.26 Pursuant to the extension, the
July Emergency Order terminated at
11:59 p.m. EDT on August 12, 2008.27

In addition to our adopting Rule 10b—
21, as noted above, today we also
adopted amendments to eliminate the
options market maker exception to
Regulation SHO’s delivery
requirement.28 We also adopted today
an interim final temporary rule that
enhances the delivery requirements for

25We delayed the effective date of the Emergency
Order to July 21, 2008 to create the opportunity to
address, and to allow sufficient time for market
participants to make, adjustments to their
operations to implement the enhanced
requirements. Moreover, in addressing anticipated
operational accommodations necessary for
implementation of the Emergency Order, we issued
an amendment to the Emergency Order on July 18,
2008. See Exchange Act Release No. 58190 (July 18,
2008) (excepting from the Emergency Order bona
fide market makers, short sales in Appendix A
Securities sold pursuant to Rule 144 of the
Securities Act of 1933, and certain short sales by
underwriters, or members of a syndicate or group
participating in distributions of Appendix A
Securities).

26 See Exchange Act Release No. 58248 (July 29,
2008).

27In addition, on September 17, 2008, the
Commission further addressed abusive “naked”
short selling by issuing an Emergency Order that
temporarily adopted amendments to Regulation
SHO’s close-out requirement, amendments to
eliminate Regulation SHO’s options market maker
exception to the close-out requirement, and Rule
10b-21. See Exchange Act Release No. 58572 (Sept.
17, 2008). The Commission also issued emergency
orders to require disclosure of short sales, Exchange
Act Release 58591 (Sept. 18, 2008) and 58591A
(Sept. 21, 2008), and temporarily halt short selling
in financial stocks, Exchange Act Release 58592
(Sept. 18, 2008) and Exchange Act Release 58611
(Sept. 21, 2008).

28 See supra note 22.

sales of all equity securities (2008
Interim Rule”).29

The amendments to the options
market maker exception and the 2008
Interim Rule that we adopted today both
focus on the timely delivery of
securities and are not aimed at pre-trade
activity, such as compliance with
Regulation SHO’s locate requirement.
Because we continue to be concerned
about fails to deliver and potentially
abusive ‘““naked” short selling, in
addition to our initiatives to strengthen
Regulation SHO’s delivery
requirements, we are adopting Rule
10b-21 to also target sellers who
deceive their broker-dealers or certain
other persons about their source of
borrowable shares and their share
ownership.

As we stated in the Proposing
Release,3° we are concerned about
persons that sell short securities and
deceive specified persons about their
intention or ability to deliver the
securities in time for settlement, or
deceive their broker-dealer about their
locate source or ownership of shares.
Commission enforcement actions have
contributed to our concerns about the
extent of misrepresentations by short
sellers about their locate sources and
ownership of shares, regardless of
whether they result in fails to deliver.
For example, the Commission recently
announced a settled enforcement action
against hedge fund adviser Sandell
Asset Management Corp. (“SAM”), its
chief executive officer, and two
employees in connection with allegedly
(i) improperly marking some short sale
orders “long” and (ii) misrepresenting
to executing brokers that SAM
personnel had located sufficient stock to
borrow for short sale orders.31

In addition, as we have stated on
several prior occasions, we are
concerned about the negative effect that
fails to deliver may have on the markets
and shareholders.32 For example, fails
to deliver may deprive shareholders of

29 See Exchange Act Release No. 58773 (Oct. 14,
2008).

30 Exchange Act Release No. 57511 (Mar. 17,
2008), 73 FR 15376, 15377 (Mar. 21, 2008)
(“Proposing Release”).

31 See Sandell Asset Management Corp.,
Securities Act Release No. 8857; see also Goldman
Sachs Execution and Clearing L.P., Exchange Act
Release No. 55465; U.S. v. Naftalin, 441 U.S. 768
(1979) (discussing a market manipulation scheme in
which brokers suffered substantial losses when they
had to purchase securities to replace securities they
had borrowed to make delivery on short sale orders
received from an individual investor who had
falsely represented to the brokers that he owned the
securities being sold).

32 See supra note 22; 2007 Regulation SHO Final
Amendments, 72 FR at 45544; 2006 Regulation SHO
Proposed Amendments, 71 FR at 41712; 2007
Regulation SHO Proposed Amendments, 72 FR at
45558-45559; Proposing Release, 73 FR at 15378.

the benefits of ownership, such as
voting and lending.33 In addition, where
a seller of securities fails to deliver
securities on settlement date, in effect
the seller unilaterally converts a
securities contract (which is expected to
settle within the standard three-day
settlement period) into an undated
futures-type contract, to which the
buyer might not have agreed, or that
might have been priced differently.34

In addition, commenters (including
issuers and investors) have repeatedly
expressed concerns about fails to deliver
in connection with manipulative
“naked” short selling. For example, in
response to proposed amendments to
Regulation SHO in 2006 35 designed to
further reduce the number of persistent
fails to deliver in certain equity
securities by eliminating Regulation
SHO'’s “grandfather” exception, and
amending the options market maker
exception, we received a number of
comments that expressed concerns
about “naked” short selling and
extended delivery failures.36
Commenters continued to express these
concerns in response to proposed
amendments to eliminate the options
market maker exception to the close-out
requirement of Regulation SHO in
200737 and in response to the Proposing
Release.38

33 See id.

34 See id.

35 See 2006 Regulation SHO Proposed
Amendments, 71 FR 41710.

36 See, e.g., letter from Patrick M. Byrne,
Chairman and Chief Executive Officer,
Overstock.com, Inc., dated Sept. 11, 2006
(“Overstock™); letter from Daniel Behrendt, Chief
Financial Officer, and Douglas Klint, General
Counsel, TASER International, dated Sept. 18, 2006
(“TASER”); letter from John Royce, dated April 30,
2007 (“Royce”); letter from Michael Read, dated
April 29, 2007 (“Read”); letter from Robert DeVivo,
dated April 26, 2007 (“DeVivo”); letter from Ahmed
Akhtar, dated April 26, 2007 (‘“Akhtar”).

37 See, e.g., letter from Jack M. Wedam, dated Oct.
16, 2007; letter from Michael J. Ryan, Executive
Director and Senior Vice President, Center for
Capital Markets Competitiveness, U.S. Chamber of
Commerce, dated Sept. 13, 2007 (“U.S. Chamber of
Commerce”’); letter from Robert W. Raybould, CEO
Enteleke Capital Corp., dated Sept. 12, 2007; letter
from Mary Helburn, Executive Director, National
Coalition Against Naked Shorting, dated Sept. 11,
2007 (“NCANS 2007”).

38 See, e.g., letter from Richard H. Baker,
President and Chief Executive Officer, Managed
Funds Association, dated May 21, 2008 (“MFA”’)
(stating that “[m]arket manipulation, such as
intentional and abusive naked short selling,
undermines the integrity of the U.S. capital markets
and threatens investor confidence, market liquidity
and market efficiency”); letter from Kurt N. Schacht
and Linda Rittenhouse, Centre for Financial Market
Integrity, dated June 17, 2008 (stating that they
“support efforts by the Commission to curtail naked
short selling, for all the reasons noted in the
[Proposing Release] relating to the detrimental
effects on the marketplace. As noted [in the
Proposing Release], this practice not only affects

Continued
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To the extent that fails to deliver
might be part of manipulative “naked”
short selling, which could be used as a
tool to drive down a company’s stock
price,39 such fails to deliver may
undermine the confidence of
investors.20 These investors, in turn,
may be reluctant to commit capital to an
issuer they believe to be subject to such
manipulative conduct.#! In addition,
issuers may believe that they have
suffered unwarranted reputational
damage due to investors’ negative
perceptions regarding fails to deliver in

shareowners by depriving the[m] of the basic
benefits of ownership, it also may detrimentally
affect the issuer’s reputation and subvert the
appropriate workings of the market by avoiding
certain restrictions applicable to those who deliver
on time. All of these issues can ultimately
undermine investor confidence.”’); letter from
Wallace E. Boston, President and Chief Executive
Officer, American Public Education, Inc., dated
May 20, 2008 (noting that ““[a]s the CEO of a
recently public company, I am acutely aware of the
impact that abusive short-selling can have on
issuers and investors.”).

39 See, e.g., Rhino Advisors, Inc. and Thomas
Badian, Lit. Rel. No. 18003 (Feb. 27, 2003); see also
SEC v. Rhino Advisors, Inc. and Thomas Badian,
Civ. Action No. 03 civ 1310 (RO) (S.D.N.Y) (Feb. 26,
2003) (settled case in which we alleged that the
defendants profited from engaging in massive
“naked” short selling that flooded the market with
the company’s stock, and depressed its price); see
also S.E.C. v. Gardiner, 48 S.E.C. Docket 811, No.
91 Civ. 2091 (S.D.N.Y. 1991) (alleged manipulation
by sales representative by directing or inducing
customers to sell stock short in order to depress its
price); U.S. v. Russo, 74 F.3d 1383, 1392 (2d Cir.
1996) (short sales were sufficiently connected to the
manipulation scheme as to constitute a violation of
Exchange Act Section 10(b) and Rule 10b-5).

40Tn response to the 2007 Regulation SHO
Proposed Amendments, we received comment
letters discussing the impact of fails to deliver on
investor confidence. See, e.g., letter from NCANS
2007. Commenters expressed similar concerns in
response to the 2006 Regulation SHO Proposed
Amendments. See, e.g., letter from Mary Helburn,
Executive Director, National Coalition Against
Naked Shorting, dated Sept. 30, 2006 (“NCANS
2006"); letter from Richard Blumenthal, Attorney
General, State of Connecticut, dated Sept. 19, 2006.

41Tn response to the 2007 Regulation SHO
Proposed Amendments, we received comment
letters expressing concern about the impact of
potential “naked”” short selling on capital
formation, claiming that “naked” short selling
causes a drop in an issuer’s stock price and may
limit the issuer’s ability to access the capital
markets. See, e.g., letter from Robert K. Lifton,
Chairman and CEO, Medis Technologies, Inc., dated
Sept. 12, 2007; letter from NCANS 2007.
Commenters expressed similar concerns in
response to the 2006 Regulation SHO Proposed
Amendments. See, e.g., letter from Congressman
Tom Feeney—Florida, U.S. House of
Representatives, dated Sept. 25, 2006; see also letter
from Zix Corporation, dated Sept. 19, 2006 (stating
that “[m]any investors attribute the Company’s
frequent re-appearances on the Regulation SHO list
to manipulative short selling and frequently
demand that the Company “do something” about
the perceived manipulative short selling. This
perception that manipulative short selling of the
Company’s securities is continually occurring has
undermined the confidence of many of the
Company’s investors in the integrity of the market
for the Company’s securities.”).

the issuer’s security.#2 Unwarranted
reputational damage caused by fails to
deliver might have an adverse impact on
the security’s price.43

Strengthening rules that address
“naked” short selling will provide
increased confidence in the markets.
Since the issuance of the July
Emergency Order, members of the
public have repeatedly expressed their
concerns about a loss of confidence in
the markets. For example, one
commenter stated that “financial
confidence is critically important” for
companies to do business.4* Another
commenter stated that “existing laws
should be enforced, but further steps
should be taken to prevent any further
erosion of the investing publics [sic]
confidence.” 4

We are concerned about the ability of
short sellers to use “naked’” short selling
as a tool to manipulate the prices of
securities.#® Thus, in conjunction with

42Due in part to such concerns, some issuers have
taken actions to attempt to make transfer of their
securities “‘custody only,” thus preventing transfer
of their stock to or from securities intermediaries
such as the Depository Trust Company (“DTC”) or
broker-dealers. See 2003 Regulation SHO Proposing
Release, 68 FR at 62975. Some issuers have
attempted to withdraw their issued securities on
deposit at DTC, which makes the securities
ineligible for book-entry transfer at a securities
depository. See id. Withdrawing securities from
DTC or requiring custody-only transfers would
undermine the goal of a national clearance and
settlement system designed to reduce the physical
movement of certificates in the trading markets. See
id. We note, however, that in 2003 the Commission
approved a DTC rule change clarifying that its rules
provide that only its participants may withdraw
securities from their accounts at DTC, and
establishing a procedure to process issuer
withdrawal requests. See Exchange Act Release No.
47978 (June 4, 2003), 68 FR 35037 (June 11, 2003).

43 See also 2006 Regulation SHO Proposed
Amendments, 71 FR at 41712; 2007 Regulation SHO
Amendments, 72 FR at 45544; 2007 Regulation SHO
Proposed Amendments, 72 FR at 45558—45559;
Proposing Release, 73 FR at 15378 (providing
additional discussion of the impact of fails to
deliver on the market); see also 2003 Regulation
SHO Proposing Release, 68 FR at 62975 (discussing
the impact of “naked” short selling on the market).

44 See Comment of Ron Heller (July 21, 2008)
(“Heller”) (commenting on the Emergency Order).

45 See Comment of Ronald L. Rourk (July 21,
2008) (“Rourk”) (commenting on the proposal to
eliminate Regulation SHO’s options market maker
exception).

46 See, e.g., Commission press release, dated July
13, 2008, announcing that the Commission’s Office
of Compliance Inspections and Examinations, as
well as FINRA and New York Stock Exchange
Regulation, Inc., will immediately conduct
examinations aimed at the prevention of the
intentional spreading of false information intended
to manipulate securities prices. See http://
www.sec.gov/news/press/2008/2008-140.htm. In
addition, in April of this year, the Commission
charged Paul S. Berliner, a trader, with securities
fraud and market manipulation for intentionally
disseminating a false rumor concerning The
Blackstone Group’s acquisition of Alliance Data
Systems Corp (““ADS”). The Commission alleged
that this false rumor caused the price of ADS stock
to plummet, and that Berliner profited by short

our other short selling initiatives aimed
at further reducing fails to deliver and
addressing abusive “naked’” short
selling, we have adopted Rule 10b-21
substantially as proposed.

Proposed Rule 10b—21 was narrowly
tailored to specify that it is unlawful for
any person to submit an order to sell a
security if such person deceives a
broker-dealer, participant of a registered
clearing agency,*? or purchaser
regarding its intention or ability to
deliver the security on the date delivery
is due, and such person fails to deliver
the security on or before the date
delivery is due.#® We received over 700
comment letters in response to the
Proposing Release.

The comment letters were from
numerous entities, including issuers,
retail investors, broker-dealers, SROs,
associations, members of Congress, and
other elected officials.4® Many
commenters supported our goals of
further addressing potentially abusive
“naked” short selling and fails to
deliver, while not necessarily agreeing
with the Commission’s approach. For
example, some commenters argued for
more stringent short sale regulation.5°
Others urged us to take stronger
enforcement action against abusive
“naked” short sellers under the current
federal securities laws rather than, or in
addition to, adopting Rule 10b—21.51

selling ADS stock and covering those sales as the
false rumor caused the price of ADS stock to fall.
See http://www.sec.gov/litigation/litreleases/2008/
Ir20537.htm.

47 The term “‘participant” has the same meaning
as in section 3(a)(24) of the Exchange Act. See 15
U.S.C. 78c(a)(24). The term “registered clearing
agency’’ means a clearing agency, as defined in
section 3(a)(23) of the Exchange Act, that is
registered as such pursuant to section 17A of the
Exchange Act. See 15 U.S.C. 78c(a)(23)(A), 78q—1
and 15 U.S.C. 78q—1(b), respectively.

48 See Proposed Rule 10b-21.

49 The comment letters are available on the
Commission’s Internet Web Site at http://
www.sec.gov/comments/s7-08-08/s70808.shtml.

50 See, e.g., letter from Arik B. Fetscher, Esq.,
dated April 2, 2008; letter from Fred Adams, Jr.,
Chairman and Chief Executive Officer, Cal-Maine
Foods, Inc., dated May 19, 2008; letter from David
T. Hirschman, President and Chief Executive
Officer, Center for Capital Markets Competitiveness,
United States Chamber of Commerce, dated May 20,
2008 (‘“Chamber of Commerce’’); letter from
Wallace E. Boston, Jr., President and Chief
Executive Officer, American Public Education, Inc.,
dated May 20, 2008; letter from Kurt N. Schacht,
Executive Director, and Linda L. Rittenhouse,
Senior Policy Analyst, CFA Institute Centre for
Financial Market Integrity, dated June 17, 2008;
letter from Guillaume Cloutier, dated July 25, 2008;
letter from Shunliang Wang, dated July 27, 2008;
letter from Scott Bridgford, dated July 29, 2008;
letter from Keith Kottwitz, dated Aug. 1, 2008.

51 See, e.g., letter from Tony J. Akin, Jr., Financial
Adpvisor, dated March 31, 2008; letter from Gary D.
Owens, CEO, OYO Geospace, dated April 22, 2008;
letter from Daniel J. Popeo, Chairman & General
Counsel, and Paul D. Kamenar, Senior Executive
Counsel, Washington Legal Foundation, dated May
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Some commenters asked that if we
adopt Rule 10b-21 as proposed, we
provide certain clarifications regarding
the application of the rule.52 We
highlight in the discussion below some
of the main issues, concerns, and
suggestions raised in the comment
letters.

II1. Discussion of Rule 10b-21

A. Rule 10b-21

After careful consideration of the
comments, we are adopting Rule 10b-21
substantially as proposed. Rule 10b—21
specifies that it is unlawful for any
person to submit an order to sell an
equity security if such person deceives
a broker-dealer, participant of a
registered clearing agency,53 or
purchaser regarding its intention or
ability to deliver the security on the date
delivery is due, and such person fails to
deliver the security on or before the date
delivery is due.5# Scienter is a necessary
element for a violation of the rule.?5
Some commenters questioned whether,
similar to Regulation SHO, proposed
Rule 10b-21 would apply only to equity

20, 2008; letter from David Hughes, dated July 17,
2008; letter from Dave Morgan, dated July 25, 2008;
letter from Seth Bradley, dated July 30, 2008; letter
from Michael Kianka, dated Aug. 1, 2008.

52 See, e.g., letter from James J. Angel, Associate
Professor of Finance, Georgetown University, dated
May 17, 2008 (“Angel”); letter from Heather
Traeger, Assistant Counsel, Investment Company
Institute, dated May 20, 2008; letter from Dr. Robert
J. Shapiro, Chairman, Sonecon, LLC, and former
U.S. Under Secretary of Commerce, dated May 20,
2008 (“Shapiro”); letter from Ira D. Hammerman,
Managing Director and General Counsel, Securities
Industry and Financial Markets Association, dated
May 22, 2008 (“SIFMA”); letter from Michael R.
Trocchio, Bingham McCGutchen LLP, dated July 14,
2008 (“Bingham”); letter from MFA.

53 See supra note 47 (defining the terms
“participant” and “registered clearing agency” for
purposes of the rule).

54 See Rule 10b-21.

55 Ernst & Ernst v. Hochfelder, et al., 425 U.S. 185
(1976). Scienter has been defined as ‘‘a mental state
embracing the intent to deceive, manipulate or
defraud.” Id. at 193, n.12. While the Supreme Court
has not decided the issue (see Aaron v. SEC, 446
U.S. 686 (1980); Ernst & Ernst, 425 at 193 n.12),
federal appellate courts have concluded that
scienter may be established by a showing of either
knowing conduct or by “an ‘extreme departure from
the standards of ordinary care * * * which
presents a danger of misleading buyers or sellers
that is either known to the defendant or is so
obvious that the actor must have been aware of it.
Dolphin & Bradbury v. SEC, 512 F.3d 634 (D.C. Cir.
Jan. 11, 2008) (quoting Sundstrand Corp. v. Sun
Chemical Corp., 553 F.2d 1033, 1045 (7th Cir.
1977)). Some commenters stated they believe that
Rule 10b-21 should require a finding of
“intentional deception” to best achieve our goals
without deterring legitimate short selling. See, e.g.,
letter from MFA; another commenter, however,
requested that we confirm that the concept of
scienter, for purposes of Rule 10b—21, is identical
to established precedent under Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder. See letter
from SIFMA. We intend the scienter requirement of
Rule 10b—21 to be the same as that required under
Rule 10b-5.

399

securities.?® In response to these
comments, we clarify that as proposed
and adopted, Rule 10b—21 applies only
to equity securities.?”

Rule 10b-21 will cover those
situations where a seller deceives a
broker-dealer, participant of a registered
clearing agency, or a purchaser about its
intention to deliver securities by
settlement date, its locate source, or its
share ownership, and the seller fails to
deliver securities by settlement date.58
Rule 10b—21 will prohibit the deception
of persons participating in the
transaction—broker-dealers,
participants of registered clearing
agencies, or purchasers. Further,
because one of the principal goals of
Rule 10b-21 is to reduce fails to deliver,
violation of the rule will occur only if
a fail to deliver results from the relevant
transaction.

For purposes of Rule 10b—21, broker-
dealers (including market makers)
acting for their own accounts will be
considered sellers. For example, a
broker-dealer effecting short sales for its
own account will be liable under the
rule if it does not obtain a valid locate
source and fails to deliver securities to
the purchaser. Such broker-dealers
defraud purchasers that may not receive
delivery on time, in effect unilaterally
forcing the purchaser into accepting an
undated futures-type contract.59

As noted above, under Regulation
SHO, the executing or introducing
broker-dealer is responsible for
determining whether there are
reasonable grounds to believe that a
security can be borrowed so that it can
be delivered on the date delivery is due
on a short sale.6? In the 2004 Regulation
SHO Adopting Release, the Commission
explicitly permitted broker-dealers to
rely on customer assurances that the
customer has identified its own locate
source, provided it is reasonable for the
broker-dealer to do so.61 If a seller elects
to provide its own locate source to a
broker-dealer, the seller is representing

56 See, e.g., letter from MFA.

57 See, e.g., Proposing Release, 73 FR at 15380; see
also Rule 10b-21.

58 As proposed, the rule referenced “‘the date
delivery is due.” To provide specificity as to when
delivery is due for purposes of the rule, we are
modifying this language to “settlement date” and
defining “settlement date” as “the business day on
which delivery of a security and payment of money
is to be made through the facilities of a registered
clearing agency in connection with the sale of a
security.” See Rule 10b—21(b).

59 See supra note 22; 2007 Regulation SHO Final
Amendments, 72 FR at 45544; 2006 Regulation SHO
Proposed Amendments, 71 FR at 41712; 2007
Regulation SHO Proposed Amendments, 72 FR at
45558—-45559.

60 See 17 CFR 242.203(b)(3)(1).

61 See 2004 Regulation SHO Adopting Release, 69
FR at 48014.

that it has contacted that source and
reasonably believes that the source can
or intends to deliver the full amount of
the securities to be sold short by
settlement date. In addition, if a seller
enters a short sale order into a broker-
dealer’s direct market access or
sponsored access system (“DMA”) with
any information purporting to identify a
locate source obtained by the seller, the
seller makes a representation to a
broker-dealer for purposes of Rule 10b—
21.62

If a seller deceives a broker-dealer
about the validity of its locate source,
the seller will be liable under Rule 10b—
21 if the seller also fails to deliver
securities by the date delivery is due.
For example, a seller will be liable for
a violation of Rule 10b-21 if it
represented that it had identified a
source of borrowable securities, but the
seller never contacted the purported
source to determine whether shares
were available and could be delivered in
time for settlement and the seller fails
to deliver securities by settlement date.
A seller will also be liable if it contacted
the source and learned that the source
did not have sufficient shares for timely
delivery, but the seller misrepresented
that the source had sufficient shares that
it could deliver in time for settlement
and the seller fails to deliver securities
by settlement date; or, if the seller
contacted the source and the source had
sufficient shares that it could deliver in
time for settlement, but the seller never
instructed the source to deliver the
shares in time for settlement and the
seller otherwise refused to deliver
shares on settlement date such that the
sale results in a fail to deliver.

One commenter recommended that
the rule focus on whether there is a fail
to deliver in the Continuous Net
Settlement (“CNS”’) system, rather than
on a seller’s failure to deliver the
securities sold.63 The majority of equity
trades in the United States are cleared
and settled through systems
administered by clearing agencies
registered with the Commission. The
NSCC clears and settles the majority of
equity securities trades conducted on
the exchanges and in the over the
counter market. NSCC clears and settles
trades through the CNS system, which
nets the securities delivery and payment
obligations of all of its members. The
majority of NSCC’s members are broker-

62 Broker-dealers offer DMA to some customers by
providing them with electronic access to a market’s
execution system using the broker-dealer’s market
participant identifier. The broker-dealer, however,
retains the ultimate responsibility for the trading
activity of its customer.

63 See letter from SIFMA.
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dealers.54 NSCC notifies its members of
their securities delivery and payment
obligations daily. In addition, NSCC
guarantees the completion of all
transactions and interposes itself as the
contraparty to both sides of the
transaction. This commenter noted that
a seller’s clearing broker generally bears
the responsibility to meet the firm’s
CNS delivery requirement and that it is
difficult for a broker-dealer to determine
which customer transactions or
accounts give rise to a fail to deliver in
the CNS system. We note, however, that
Rule 10b-21 as proposed was not based
on whether a fail to deliver occurred in
CNS. Rather, the rule as proposed was
concerned with whether an individual
seller delivered securities that it sold.
Along those lines, another commenter
stated that the proposed rule should
require a failure to deliver by the
seller.65

We have determined to adopt the rule
as proposed. The rule targets the
misconduct of sellers. As discussed
above, sellers should promptly deliver
the securities they have sold and
purchasers have the right to the timely
receipt of securities that they have
purchased. Thus, Rule 10b-21’s focus is
on whether or not there is a fail to
deliver by the seller, rather than on
whether or not there is a fail to deliver
in the CNS system. Because fails to
deliver in the CNS system are netted
with pending deliveries, some sellers
may be able to postpone delivery if
another customer’s purchase is received
the same day. Thus, a person engaging
in abusive “naked” short selling may be
able to avoid detection for a period of
time. This would undermine our goal of
addressing abusive “naked’” short
selling.

B. Seller’s Reliance on a Broker-Dealer
or “Easy to Borrow” Lists

Rule 10b—21 provides that it shall be
unlawful for any person to submit an
order to sell an equity security if such
person deceives a broker-dealer,
participant of a registered clearing
agency, or purchaser regarding its
intention or ability to deliver the
security on the date delivery is due.6
Thus, as we discussed in the Proposing
Release,b7 if a seller is relying on a
broker-dealer to comply with Regulation
SHO'’s locate obligation and to make
delivery on a sale, the seller would not
be representing at the time it submits an
order to sell a security that it can or

64 As of July 31, 2008 approximately 91% of
members of the NSCC were registered as broker-
dealers.

65 See letter from Bingham.

66 See Rule 10b—21.

67 See Proposing Release, 73 FR at 15379.

intends to deliver securities on the date
delivery is due. For example, a seller
might be relying on its broker-dealer to
borrow or arrange to borrow the security
to make delivery by settlement date.
Alternatively, a seller might be relying
on a broker-dealer’s “Easy to Borrow”
list. If a seller in good faith relies on a
broker-dealer’s “Easy to Borrow” list to
satisfy the locate requirement, the seller
would not be deceiving the broker-
dealer at the time it submits an order to
sell a security that it can or intends to
deliver securities on the date delivery is
due. In discussing the locate
requirement of Regulation SHO, in the
2004 Regulation SHO Adopting Release,
the Commission stated that ““‘absent
countervailing factors, ‘Easy to Borrow’
lists may provide ‘reasonable grounds’
for a broker-dealer to believe that the
security sold short is available for
borrowing without directly contacting
the source of the borrowed

securities.” 68

C. Bona Fide Market Makers

As we discussed in the Proposing
Release,®9 a market maker engaged in
bona fide market making activity would
not be making a representation at the
time it submits an order to sell short
that it can or intends to deliver
securities on the date delivery is due,
because such market makers are
excepted from the locate requirement of
Regulation SHO. Regulation SHO
excepts from the locate requirement
market makers engaged in bona-fide
market making activities because market
makers need to facilitate customer
orders in a fast moving market without
possible delays associated with
complying with the locate
requirement.”® Thus, at the time of
submitting an order to sell short, market
makers that have an exception from the
locate requirement of Regulation SHO
may know that they may not be able to
deliver securities on the date delivery is
due.

D. “Long” Sales

Under Rule 10b—21, a seller will be
liable if it deceives a broker-dealer,
participant of a registered clearing
agency, or purchaser about its
ownership of shares or the deliverable
condition of owned shares and fails to
deliver securities by settlement date.”?

682004 Regulation SHO Adopting Release, 69 FR
at 48014.

69 See Proposing Release, 73 FR at 15379.

70 See 2004 Regulation SHO Adopting Release, 69
FR at 48015, n. 67; see also 2008 Regulation SHO
Final Amendments, supra note 22 (providing
interpretive guidance regarding bona fide market
making activities for purposes of Regulation SHO).

71 See Rule 10b-21.

As we discussed in the Proposing
Release,”2 a seller will be liable for a
violation of Rule 10b-21 for causing a
broker-dealer to mark an order to sell a
security “long” if the seller knows or
recklessly disregards that it is not
“deemed to own” the security being
sold, as defined in Rules 200(a) through
(f) of Regulation SHO 73 or if the seller
knows or recklessly disregards that the
security being sold is not, or cannot
reasonably be expected to be, in the
broker-dealer’s physical possession or
control by the date delivery is due, and
the seller fails to deliver the security by
settlement date.

Broker-dealers acting for their own
accounts will also be liable under Rule
10b-21 for marking an order “long” if
the broker-dealer knows or recklessly
disregards that it is not “deemed to
own” the security being sold or that the
security being sold is not, or cannot
reasonably be expected to be, in the
broker-dealer’s physical possession or
control by the date delivery is due, and
the broker-dealer fails to deliver the
security by settlement date.”4

However, a seller would not be
making a representation at the time it
submits an order to sell a security that
it can or intends to deliver securities on
the date delivery is due if the seller
submits an order to sell securities that
are held in a margin account but the
broker-dealer has loaned out the shares
pursuant to the margin agreement.
Under such circumstances, it would be
reasonable for the seller to expect that
the securities will be in the broker-
dealer’s physical possession or control
by settlement date.

E. Rule 10b-21 and Other Antifraud
Provisions of the Federal Securities
Laws

One commenter stated that it believes
proposed Rule 10b—21 is unnecessary
“because the Commission already has
ample existing authority, under Section
10(b) of the Exchange Act and Rule 10b—
5 thereunder, to prosecute manipulative
and/or fraudulent activity, including the
type of activity that proposed Rule 10b—
21 seeks to address.” 75 Other
commenters urged us to use less formal
means than rulemaking to address our
concerns regarding misrepresentations
in the order entry process.?® For

72 See Proposing Release, 73 FR at 15379.

7317 CFR 242.200(a)—(f).

74 Such broker-dealers will also be liable under
Regulation SHO Rule 203(a).

75 See letter from SIFMA; see also letter from
Bingham (stating that “[t]he Firms agree that the
illicit conduct the Commission seeks to address
through [proposed Rule 10b—21] is already illegal”);
letter from MFA.

76 See, e.g., letter from Bingham; letter from MFA;
but, c.f., letter from Chamber of Commerce (noting
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instance, these commenters suggested
that the Commission or its staff could
convey this message through FAQs, staff
bulletins, and speeches.”” We have
determined, however, that the negative
effects of abusive “naked” short selling
on market confidence warrant formal
Commission action.

While “naked” short selling as part of
a manipulative scheme is already illegal
under the general antifraud provisions
of the federal securities laws, we believe
that a rule further evidencing the
illegality of these activities will focus
the attention of market participants on
such activities. Rule 10b—21 will also
further evidence that the Commission
believes such deceptive activities are
detrimental to the markets and will
provide a measure of predictability for
market participants.

Some commenters sought clarification
as to how this rule was different from
Rule 10b—5.78 We note that the set of
factors that will serve as the basis for a
violation of Rule 10b—-21 as adopted are
not determinative of a person’s
obligations under the general antifraud
provisions of the federal securities laws.
Accordingly, and in order to clarify the
continued applicability of the general
antifraud provisions outside of the strict
context of Rule 10b—21, we have added
a preliminary note to the rule as
adopted, which states: “This rule is not
intended to limit, or restrict, the
applicability of the general antifraud
provisions of the federal securities laws,
such as section 10(b) of the Act and rule
10b—5 thereunder.” We added this
preliminary note because we believe it
is important to underscore that Rule
10b-21 is not meant, in any way, to
limit the general antifraud provisions of
the federal securities laws. Additionally,
this preliminary note provides much
needed public clarity in answer to the
confusion voiced by many commenters.

Similarly, we are modifying the
proposed rule text slightly to add the
word “also,” as follows: “It shall also
constitute a ‘manipulative or deceptive
device or contrivance’ as used in section
10(b) of this Act for any person to
submit an order to sell an equity
security if such person deceives a broker
or dealer, a participant of a registered
clearing agency, or a purchaser about its
intention or ability to deliver the

that although the activity covered by proposed Rule
10b-21 is already a violation of the antifraud
provisions of the federal securities laws,
“[e]lmphasizing that such deceit violates these laws
may deter some of this activity in the future”).

77 See, e.g., letter from Bingham.

78 See, e.g., letter from MFA; see also letter from
SIFMA (seeking clarification as to whether the level
of scienter in the proposed rule differs from that of
Rule 10b-5).

security on or before the settlement
date, and such person fails to deliver the
security on or before the settlement
date.”

We believe the adding the word
“also” in the rule text further clarifies
that Rule 10b—21 does not affect the
operation of Rule 10b-5 or other
antifraud rules, but is instead intended
to supplement the existing antifraud
rules.

Commenters also raised questions
whether there would be a private right
of action for a violation of proposed
Rule 10b-21.79 We note that the courts
have held that a private right of action
exists with respect to Rule 10b-5
provided the essential elements
constituting a violation of the rule are
met.8° Thus, a private plaintiff able to
prove all those elements in a situation
covered by Rule 10b—21 would be able
to assert a claim under Section 10(b) of
the Exchange Act and Rule 10b-5
thereunder.

F. Aiding and Abetting Liability

In the Proposing Release, we stated
that ““[a]lthough the proposed rule is
primarily aimed at sellers that deceive
specified persons about their intention
or ability to deliver shares or about their
locate source and ownership of shares,
as with any rule, broker-dealers could
be liable for aiding and abetting a
customer’s fraud under the proposed
rule.” 81 One commenter stated that
broker-dealers should not be held
responsible for policing their customer’s
compliance with their own legal
requirements.82 Another commenter
urged us to specifically state that
reliance by a broker-dealer on a
customer representation regarding long/
short status or receipt of a locate does
not rise to the level of scienter required
for aiding and abetting liability.83 This
commenter also asked us to make clear
that broker-dealers who merely offer
DMA or sponsored access to a customer
who violates the new rule would not be
liable for aiding and abetting such
violation.84

Rule 10b-21 as adopted does not
impose any additional liability or
requirements on any person, including
broker-dealers, beyond those of any

79 See, e.g., letter from SIFMA. Another
commenter stated that “[tlhe Commission should
make explicitly clear that the adoption of Proposed
Rule 10b-21 does not create a private right of action
for violations of the rule. * * ** See letter from
Bingham.

80 See, e.g., Superintendent of Insurance v.
Bankers Life & Cas. Co., 404 U.S. 6, 13, n. 9 (1971);
Ernst & Ernst, 425 at 196 (citing prior cases).

81 See Proposing Release, 72 FR at 15379.

82 See letter from SIFMA.

83 See letter from Bingham.

84 See id.

existing Exchange Act rule. As we stated
in the Proposing Release, broker-dealers
would remain subject to liability under
Regulation SHO and the general
antifraud provisions of the federal
securities laws.85

G. Administrative Law Matters

The Administrative Procedure Act
also generally requires that an agency
publish an adopted rule in the Federal
Register 30 days before it becomes
effective.86 This requirement, however,
does not apply if the agency finds good
cause for making the rule effective
sooner.8” The Commission has
determined that the rule should be
effective in fewer than 30 days because
it addresses illegal conduct that can
cause market disruption. In addition,
because the rule further evidences
conduct that is manipulative and
deceptive under existing general
antifraud rules, market participants
should not need time to adjust systems
or procedures to comply with the rule.
Therefore, the Commission finds good
cause to make the rule effective on
October 17, 2008.

IV. Paperwork Reduction Act

Rule 10b—21 does not contain a
“collection of information” requirement
within the meaning of the Paperwork
Reduction Act of 1995.88

V. Cost-Benefit Analysis

We are sensitive to the costs and
benefits of our rules and we have
considered the costs and benefits of
Rule 10b-21. In order to assist us in
evaluating the costs and benefits, in the
Proposing Release, we encouraged
commenters to discuss any costs or
benefits that the rule would impose. In
particular, we requested comment on
the potential costs for any modification
to both computer systems and
surveillance mechanisms and for
information gathering, management, and
recordkeeping systems or procedures, as
well as any potential benefits resulting
from the rule for issuers, investors,
brokers or dealers, other securities
industry professionals, regulators, and
other market participants. Commenters
were encouraged to provide analysis
and data to support their views on the
costs and benefits associated with the
rule.

A. Benefits

Rule 10b-21 is intended to address
abusive “naked” short selling and fails

85 See Proposing Release, 72 FR at 15380.
86 See 5 U.S.C. §553(d).

87]d.

8844 U.S.C. 3501 et seq.
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to deliver. The rule is aimed at short
sellers, including broker-dealers acting
for their own accounts, who deceive
broker-dealers, participants of a
registered clearing agency, or purchasers
about their intention or ability to deliver
securities in time for settlement and that
fail to deliver securities by settlement
date. Among other things, Rule 10b—21
targets short sellers who deceive their
broker-dealers about their source of
borrowable shares for purposes of
complying with Regulation SHO’s
“locate” requirement.8® The rule also
applies to sellers who misrepresent to
their broker-dealers that they own the
shares being sold.?°

A seller misrepresenting its short sale
locate source or ownership of shares
may intend to fail to deliver securities
in time for settlement and, therefore,
engage in abusive “naked” short selling.
As noted above, although abusive
“naked” short selling is not defined in
the federal securities laws, it refers
generally to selling short without having
stock available for delivery and
intentionally failing to deliver stock
within the standard three-day
settlement cycle.?1 Such short selling
may or may not be part of a scheme to
manipulate the price of a security.
Although “naked” short selling as part
of a manipulative scheme is always
illegal under the general antifraud
provisions of the federal securities laws,
including Rule 10b-5 under the
Exchange Act,%2 Rule 10b-21 will
further evidence the specific liability of
persons that deceive specified persons
about their intention or ability to deliver
securities in time for settlement,
including persons that deceive their
broker-dealer about their locate source
or ownership of shares and that fail to
deliver securities by settlement date. We
believe that a rule specifying the
illegality of these activities will focus
the attention of market participants on
such activities. The rule will also
further evidence that the Commission
believes such deceptive activities are
detrimental to the markets and will
provide a measure of predictability for
market participants.

All sellers of securities should
promptly deliver, or arrange for delivery
of, securities to the respective buyer and
all buyers of securities have a right to
expect prompt delivery of securities
purchased. Thus, the rule takes direct
aim at an activity that may create fails
to deliver. Those fails can have a
negative effect on shareholders,

89 See 17 CFR 242.203(b)(1).
90 See Rule 10b-21.

91 See supra note 2.

9217 CFR 240.10b-5.

potentially depriving them of the
benefits of ownership, such as voting
and lending. They also may create a
misleading impression of the market for
an issuer’s securities. As noted above,
issuers and investors have expressed
concerns about fails to deliver in
connection with “naked” short selling.
For example, in response to the 2006
Regulation SHO Proposed Amendments,
we received a number of comments that
expressed concerns about ‘“naked’” short
selling and extended delivery failures.93
Commenters continued to express these
concerns in response to the 2007
Regulation SHO Proposed
Amendments,®* and in response to the
Proposing Release.95

To the extent that fails to deliver
might be indicative of manipulative
“naked” short selling, which could be
used as a tool to drive down a
company’s stock price,?¢ such fails to
deliver may undermine the confidence
of investors.9” These investors, in turn,
may be reluctant to commit capital to an
issuer they believe to be subject to such
manipulative conduct.?8 In addition,
issuers may believe that they have
suffered unwarranted reputational
damage due to investors’ negative
perceptions regarding fails to deliver in
the issuer’s security.??® Any unwarranted
reputational damage caused by fails to
deliver might have an adverse impact on
the security’s price.100

Thus, to the extent that fails to deliver
might create a misleading impression of
the market for an issuer’s securities, the
rule will benefit investors and issuers by
taking direct aim at an activity that may
create fails to deliver. In addition, to the
extent that “naked” short selling and
fails to deliver result in an unwarranted
decline in investor confidence about a
security, the rule will improve investor
confidence about the security. In
addition, the rule will lead to greater
certainty in the settlement of securities
which should strengthen investor
confidence in that process.

We believe the rule will result in
broker-dealers having greater confidence
that their customers have obtained a
valid locate source and, therefore, that
shares are available for delivery on

93 See supra note 36.

94 See supra note 37.

95 See supra note 38.

96 See supra note 39.

97 See supra note 40.

98 See supra note 41.

99 See supra note 42 (discussing the fact that due
to such concerns some issuers have taken actions
to attempt to make transfer of their securities
“custody only,” thus preventing transfer of their
stock to or from securities intermediaries such as
the DTC or broker-dealers).

100 See supra note 43.

settlement date. Thus, the rule will aid
broker-dealers in complying with the
locate requirement of Regulation SHO
and, thereby, potentially reduce fails to
deliver. In addition, to the extent that
the rule results in fewer sales of
threshold securities resulting in fails to
deliver, the rule will reduce costs to
broker-dealers because such broker-
dealers will have to close-out a lesser
amount of fails to deliver under
Regulation SHO’s close-out
requirement.191 The rule should also
help reduce manipulative schemes
involving “naked” short selling.

In the Proposing Release, we solicited
comment on any additional benefits that
could be realized with the proposed
rule, including both short-term and
long-term benefits. We also solicited
comment regarding benefits to market
efficiency, pricing efficiency, market
stability, market integrity and investor
protection. In response, one commenter
stated that the “rule will have a positive
impact on liquidity and market quality
in securities traded.” 192 Another
commenter stated that “the liquidity of
the market and the market quality of
securities traded can be threatened or
damaged if investors perceive that
naked short sales may artificially distort
the price of securities, in ways and
instances unknown to honest investors,
* * *in this regard, the strict
application of the rule * * * should
enhance liquidity and the market
quality of securities traded.” 103 This
commenter also noted that, “[bly
increasing the liability of naked short
sellers, the proposed rule should reduce
the incidence of naked short sales and
thereby reduce the likelihood of short
squeezes.”” 104

B. Costs

Rule 10b-21 is intended to address
abusive ‘“‘naked” short selling by further
evidencing the liability of persons that
deceive specified persons about their
intention or ability to deliver securities

101 Rule 203(b)(3)(iii) of Regulation SHO contains
a close-out requirement that applies only to broker-
dealers for securities in which a substantial amount
of fails to deliver have occurred, also known as
“threshold securities.”” Specifically, Rule 203(b)(3)’s
close-out requirement requires a participant of a
clearing agency registered with the Commission to
take immediate action to close out a fail to deliver
position in a threshold security in the CNS system
that has persisted for 13 consecutive settlement
days by purchasing securities of like kind and
quantity; see also 2008 Interim Rule, supra note 29
(temporarily enhancing Regulation SHO’s delivery
requirements for sales of all equity securities).

102 See letter from Susanne Trimbath, PhD., CEO
and Chief Economist, STP Advisory Services, LLC,
dated May 30, 2008 (“Trimbath’’) (noting also a tax
benefit to investors from enforcing delivery on
settlement date).

103 See letter from Shapiro.

104 See id.
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in time for settlement, including
persons that deceive their broker-dealer
about their locate source or ownership
of shares and that fail to deliver
securities by settlement date. In the
Proposing Release, we sought data
supporting any potential costs
associated with the rule, and specific
comment on any systems changes to
computer hardware and software, or
surveillance costs that might be
necessary to implement the rule. One
commenter stated that “the rule will
have a positive impact on liquidity and
market quality in securities traded

* * * [w]ithout strict rules against
settlement failures, a systemic crisis
could occur where investors are
reluctant to engage in trades in U.S.
markets because settlement finality is in
question. The markets and investors
need the assurance of Rule 10b—21 that
securities transactions will be

settled.” 195 Another commenter stated
that “the liquidity of the market and the
market quality of securities traded can
be threatened or damaged if investors
perceive that naked short sales may
artificially distort the price of securities,
in ways and instances unknown to
honest investors, * * * in this regard,
the strict application of the rule * * *
should enhance liquidity and the
market quality of securities traded.” 106
This commenter also noted that, “[bly
increasing the liability of naked short
sellers, the proposed rule should reduce
the incidence of naked short sales and
thereby reduce the likelihood of short
squeezes. The prospect of short
squeezes is increased by the moral
hazard that occurs when short sellers
believe there is little or no cost to
carrying out abusive naked short sales,
and therefore rules that impose such
costs reduce this prospect.” 197 The
commenter also noted that any costs
associated with purchasing or
borrowing securities to deliver on a sale
instead of allowing the fail to deliver
position to remain open “would not
represent an additional cost, since a
legitimate short sale involves borrowing
the security for delivery at the cost of
such borrowing. Therefore, it would
reflect only the cost of complying with
the rules and laws that apply to all
investors.” 108 This commenter also
noted that “[s]trict liability for failing to
deliver securities in short sales is
needed to offset the implicit savings of
violating the law and rules, and getting
away with it.”” 109

105 See letter from Trimbath.
106 See letter from Shapiro.
107 See id.

108 See id.

109 See id.

We recognize, however, that Rule
10b—21 may result in increased costs to
broker-dealers to the extent that the rule
encourages or results in broker-dealers
limiting the extent to which they rely on
customer assurances in complying with
the locate requirement of Regulation
SHO. In addition, the rule may result in
increased costs to sellers who
inadvertently fail to deliver securities
because such sellers, in an attempt to
avoid liability under the rule, might
purchase or borrow securities to deliver
on a sale at a time when, but for the
rule, the seller would have allowed the
fail to deliver position to remain open.

One commenter stated that, “unless
Proposed Rule 10b—21 were modified to
eliminate aiding and abetting liability
and allow reliance upon customer
assurances, the price discovery and
liquidity provided through short sales
may be constrained.” 110 Although
broker-dealer concerns regarding aiding
and abetting liability under Rule 10b-21
may potentially impact liquidity and
efficiency in the markets, we believe
that such an impact, if any, will be
minimal. Rule 10b—21 as adopted does
not impose any additional liability or
requirements on any person, including
broker-dealers, beyond those of any
existing Exchange Act rule. Aiding and
abetting liability is a question of fact,
determined on a case-by-case basis. In
addition, as we stated in the Proposing
Release, broker-dealers would remain
subject to liability under Regulation
SHO and the general antifraud
provisions of the federal securities
laws.111

VI. Consideration of Burden on
Competition and Promotion of
Efficiency, Competition, and Capital
Formation

Section 3(f) of the Exchange Act
requires the Commission, whenever it
engages in rulemaking and whenever it
is required to consider or determine if
an action is necessary or appropriate in
the public interest, to consider whether
the action would promote efficiency,
competition, and capital formation.112
In addition, Section 23(a)(2) of the
Exchange Act requires the Commission,
when adopting rules under the
Exchange Act, to consider the impact
such rules would have on
competition.113 Exchange Act Section
23(a)(2) prohibits the Commission from
adopting any rule that would impose a
burden on competition not necessary or

110 See letter from Bingham.

111 See Proposing Release, 72 FR at 15377.
11215 U.S.C. 78c(f).

11315 U.S.C. 78w(a)(2).

appropriate in furtherance of the
purposes of the Exchange Act.

Rule 10b-21 is intended to address
abusive “naked” short selling and fails
to deliver. The rule is aimed at short
sellers, including broker-dealers acting
for their own accounts, who deceive
specified persons, such as a broker-
dealer, about their intention or ability to
deliver securities in time for settlement
and fail to deliver securities by
settlement date. Among other things,
Rule 10b—21 targets short sellers who
deceive their broker-dealers about their
source of borrowable shares for
purposes of complying with Regulation
SHO'’s “locate” requirement.114 The rule
also applies to sellers who misrepresent
to their broker-dealers that they own the
shares being sold.11°

Although “naked” short selling as
part of a manipulative scheme is always
illegal under the general antifraud
provisions of the federal securities laws,
including Rule 10b—5 under the
Exchange Act,116 Rule 10b—21 will
further evidence the liability of persons
that deceive specified persons about
their intention or ability to deliver
securities in time for settlement,
including persons that deceive their
broker-dealer about their locate source
or ownership of shares and that fail to
deliver securities by settlement date. We
believe that a rule further evidencing
the illegality of these activities will
focus the attention of market
participants on such activities. The rule
will also provide a measure of
predictability for market participants.
We believe Rule 10b—21 will have
minimal impact on the promotion of
price efficiency.

In the Proposing Release, we sought
comment regarding whether Rule 10b—
21 will adversely impact liquidity,
disrupt markets, or unnecessarily
increase risks or costs to customers. In
response, one commenter noted that,
“the liquidity of the market and the
market quality of securities traded can
be threatened or damaged if investors
perceive that naked short sales may
artificially distort the price of securities,
in ways and instances unknown to
honest investors, * * * in this regard,
the strict application of the rule * * *
should enhance liquidity and the
market quality of securities traded.” 117
This commenter also noted that, “[bly
increasing the liability of naked short
sellers, the proposed rule should reduce
the incidence of naked short sales and

114 See 17 CFR 242.203(b)(1).
115 See Rule 10b-21.

116 17 CFR 240.10b-5.

117 See letter from Shapiro.



61676

Federal Register/Vol. 73, No. 202/Friday, October 17, 2008/Rules and Regulations

thereby reduce the likelihood of short
squeezes. * * *7’118

Another commenter stated that,
“unless Proposed Rule 10b—21 were
modified to eliminate aiding and
abetting liability and allow reliance
upon customer assurances, the price
discovery and liquidity provided
through short sales may be
constrained.” 119 Although broker-
dealer concerns regarding aiding and
abetting liability under Rule 10b—21
may potentially impact liquidity and
efficiency in the markets, we believe
that such an impact, if any, will be
minimal. Rule 10b—21 as adopted does
not impose any additional liability or
requirements on any person, including
broker-dealers, beyond those of any
existing Exchange Act rule. Aiding and
abetting liability is a question of fact,
determined on a case-by-case basis. In
addition, as we stated in the Proposing
Release, broker-dealers would remain
subject to liability under Regulation
SHO and the general antifraud
provisions of the federal securities
laws.120

In addition, we believe that the rule
will have minimal impact on the
promotion of capital formation. The
perception that abusive “naked” short
selling is occurring in certain securities
can undermine the confidence of
investors. These investors, in turn, may
be reluctant to commit capital to an
issuer they believe to be subject to such
manipulative conduct. For example, in
response to the Proposing Release, one
commenter noted that, “[c]onfidence in
the securities markets is diminished
when investors and others cannot rely
on the receipt of securities in
trades.” 121 Thus, we believe that
strengthening our rules against “naked”
short selling by targeting sellers who
deceive their broker-dealers about their
source of borrowable shares and their
share ownership will provide increased
confidence in the markets.

In addition, we note that we have
previously sought comment regarding
the impact on capital formation of other
proposed amendments aimed at
reducing fails to deliver and addressing
potentially abusive “naked” short
selling, including whether the proposed
increased short sale restrictions would
affect investors’ decisions to invest in
certain equity securities.122 In response,
commenters expressed concern about
the potential impact of “naked” short

118 See id.

119 See letter from Bingham.

120 See Proposing Release, 72 FR at 15377.

121 See letter from Trimbath.

122 See 2006 Regulation SHO Proposed
Amendments, 71 FR 41710; 2007 Regulation SHO
Proposed Amendments, 72 FR 45558.

selling on capital formation claiming
that ‘“naked” short selling causes a drop
in an issuer’s stock price that may limit
the issuer’s ability to access the capital
markets.123 Thus, to the extent that
“naked” short selling and fails to
deliver result in an unwarranted decline
in investor confidence about a security,
the rule is expected to improve investor
confidence about the security. We note,
however, that persistent fails to deliver
exist in only a small number of
securities and may be a signal of
overvaluation rather than
undervaluation of a security’s price.124
In addition, we believe that the rule will
lead to greater certainty in the
settlement of securities, which is
expected to strengthen investor
confidence in the settlement process.

We also believe that Rule 10b—21 will
not impose any burden on competition
not necessary or appropriate in
furtherance of the purposes of the
Exchange Act. By specifying that
abusive “naked” short selling is a fraud,
the Commission believes the rule will
promote competition by providing the
industry with guidance regarding the
liability of sellers that deceive specified
persons about their intention or ability
to deliver securities in time for
settlement, including persons that
deceive their broker-dealer about their
locate sources or share ownership and
that fail to deliver securities by
settlement date.

VII. Final Regulatory Flexibility
Analysis

The Commission has prepared a Final
Regulatory Flexibility Analysis
(“FRFA”), in accordance with the
provisions of the Regulatory Flexibility
Act (“RFA”),125 regarding Rule 10b—-21
under the Exchange Act. An Initial
Regulatory Flexibility Analysis
(“IRFA”’) was prepared in accordance
with the RFA and was included in the
Proposing Release. We solicited
comments on the IRFA.

A. Reasons for the Rule

Rule 10b-21 is intended to address
fails to deliver associated with abusive
“naked” short selling. While “naked”
short selling as part of a manipulative
scheme is already illegal under the

123 See, e.g., supra note 41 (citing to comment
letters expressing concern regarding the impact of
potential “naked” short selling on capital
formation).

124 Persistent fails to deliver may be symptomatic
of an inadequate supply of shares in the equity
lending market. If short sellers are unable to short
sell due to their inability to borrow shares, their
opinions about the fundamental value of the
security may not be fully reflected in a security’s
price, which may lead to overvaluation.

1255 U.S.C. 603.

general antifraud provisions of the
federal securities laws, Rule 10b—21
specifies that it is unlawful for any
person to submit an order to sell an
equity security if such person deceives
a broker-dealer, participant of a
registered clearing agency, or purchaser
about its intention or ability to deliver
securities on the date delivery is due,
and such person fails to deliver the
security on or before the date delivery
is due. Thus, Rule 10b—21 will further
evidence the liability of persons that
deceive specified persons about their
intention or ability to deliver securities
in time for settlement, including
persons that deceive their broker-dealer
about their locate source or ownership
of shares.

B. Objectives

Rule 10b—21 is aimed at short sellers,
including broker-dealers acting for their
own accounts, that deceive specified
persons, such as a broker or dealer,
about their intention or ability to deliver
securities in time for settlement and that
fail to deliver securities by settlement
date. We believe that a rule further
evidencing the illegality of these
activities will focus the attention of
market participants on such activities.
The rule will also underscore that the
Commission believes such deceptive
activities are detrimental to the markets
and will provide a measure of
predictability for market participants.

All sellers of securities should
promptly deliver, or arrange for delivery
of, securities to the respective buyer and
all buyers of securities have a right to
expect prompt delivery of securities
purchased. Thus, Rule 10b-21 takes
direct aim at an activity that may create
fails to deliver. Those fails can have a
negative effect on shareholders,
potentially depriving them of the
benefits of ownership, such as voting
and lending. They also may create a
misleading impression of the market for
an issuer’s securities. Rule 10b—21 will
also aid broker-dealers in complying
with the locate requirement of
Regulation SHO and, thereby,
potentially reduce fails to deliver. In
addition, the rule is expected to help
reduce manipulative schemes involving
“naked” short selling.

C. Significant Issues Raised By Public
Comment

The IRFA appeared in the Proposing
Release. We requested comment on any
aspect of the IRFA. In particular, we
requested comment on: (i) The number
of small entities that would be affected
by the rule; and (ii) the existence or
nature of the potential impact of the rule
on small entities. We requested that the
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comments specify costs of compliance
with the rule, and suggest alternatives
that would accomplish the objectives of
the rule. We did not receive any
comments that responded specifically to
this request.

D. Small Entities Subject to the Rule

The entities covered by Rule 10b-21
will include small broker-dealers, small
businesses, and any investor who effects
a short sale that qualifies as a small
entity. Although it is impossible to
quantify every type of small entity that
may be able to effect a short sale in a
security, paragraph (c)(1) of Rule 0-10
under the Exchange Act 126 states that
the term ““small business” or “small
organization,” when referring to a
broker-dealer, means a broker or dealer
that had total capital (net worth plus
subordinated liabilities) of less than
$500,000 on the date in the prior fiscal
year as of which its audited financial
statements were prepared pursuant to
§240.17a-5(d); and is not affiliated with
any person (other than a natural person)
that is not a small business or small
organization. As of 2007, the
Commission estimates that there were
approximately 896 broker-dealers that
qualified as small entities as defined
above.127

Any business, however, regardless of
industry, could be subject to the rule if
it effects a short or long sale. The
Commission believes that, except for the
broker-dealers discussed above, an
estimate of the number of small entities
that fall under the rule is not feasible.

E. Reporting, Recordkeeping, and Other
Compliance Requirements

Rule 10b-21 is intended to address
abusive “naked” short selling by further
evidencing the liability of persons that
deceive specified persons about their
intention or ability to deliver securities
in time for settlement, including
persons that deceive their broker-dealer
about their locate source or ownership
of shares and that fail to deliver
securities by settlement date. The
Commission believes that the rule may
impose new or additional compliance
costs on any affected party, including
broker-dealers, that are small entities.
To comply with Regulation SHO, small
broker-dealers needed to modify their
systems and surveillance mechanisms to
comply with Regulation SHO’s locate,
marking and delivery requirements.
Thus, any systems and surveillance

126 17 CFR 240.0-10(c)(1).

127 These numbers are based on OEA’s review of
2007 FOCUS Report filings reflecting registered
broker-dealers. This number does not include
broker-dealers that are delinquent on FOCUS
Report filings.

mechanisms necessary for broker-
dealers to comply with the rule should
already be in place. We believe that any
necessary additional systems and
surveillance changes, in particular
changes by sellers who are not broker-
dealers, will be similar to the changes
incurred by broker-dealers when
Regulation SHO was implemented.

F. Agency Action To Minimize Effect on
Small Entities

The RFA directs the Commission to
consider significant alternatives that
would accomplish the stated objective,
while minimizing any significant
adverse impact on small entities.
Pursuant to Section 3(a) of the RFA,128
the Commission must consider the
following types of alternatives: (a) The
establishment of differing compliance or
reporting requirements or timetables
that take into account the resources
available to small entities; (b) the
clarification, consolidation, or
simplification of compliance and
reporting requirements under the rule
for small entities; (c) the use of
performance rather than design
standards; and (d) an exemption from
coverage of the rule, or any part thereof,
for small entities.

A primary goal of Rule 10b-21 is to
address abusive “naked” short selling.
While “naked” short selling as part of
a manipulative scheme is always illegal
under the general antifraud provisions
of the federal securities laws, Rule 10b—
21 specifies that it is a fraud for any
person to submit an order to sell an
equity security if such person deceives
a broker-dealer, participant of a
registered clearing agency, or purchaser
about its intention or ability to deliver
the security on the date delivery is due
and such person fails to deliver the
security on or before the date delivery
is due. Rule 10b-21 is aimed at short
sellers, including broker-dealers acting
for their own accounts, who deceive
specified persons, such as a broker or
dealer, about their intention or ability to
deliver securities in time for settlement
and who do not deliver securities by
settlement date. Among other things,
Rule 10b—-21 targets short sellers who
deceive their broker-dealers about their
source of borrowable shares for
purposes of complying with Regulation
SHO'’s “locate” requirement.129 The rule
also applies to sellers who misrepresent
to their broker-dealers that they own the
shares being sold.

We believe that imposing different
compliance requirements, and possibly
a different timetable for implementing

1285 1.S.C. 603(c).

129 See 17 CFR 242.203(b)(1).

compliance requirements, for small
entities would undermine the
Commission’s goal of addressing
abusive “naked” short selling and fails
to deliver. In addition, we have
concluded similarly that it is not
consistent with the primary goal of the
rule to further clarify, consolidate, or
simplify the rule for small entities.
Finally, the rule imposes performance
standards rather than design standards.

VIII. Statutory Authority

Pursuant to the Exchange Act and,
particularly, Sections 2, 3(b), 6, 9(h), 10,
11A, 15, 15A, 17, 17A, 19 and 23(a)
thereof, 15 U.S.C. 78b, 78c(b), 78f,
78i(h), 78j, 78k-1, 780, 780-3, 78q,
78g-1, 78s and 78w/(a), the Commission
is adopting a new antifraud rule, Rule
10b—21, to address abusive “naked”
short selling.

List of Subjects in 17 CFR Part 240

Brokers, Fraud, Reporting and
recordkeeping requirements, Securities.

m For the reasons set out in the
preamble, Title 17, Chapter II, of the
Code of Federal Regulations is amended
as follows.

PART 240—GENERAL RULES AND
REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934

m 1. The authority citation for part 240
continues to read, in part, as follows:

Authority: 15 U.S.C. 77¢c, 77d, 77g, 77j,
77s,772-2,77z-3, 77eee, 77ggg, 77nnn,
77sss, 77ttt, 78¢, 78d, 78e, 78f, 78g, 781, 78j,
78j—1, 78k, 78k—1, 781, 78m, 78n, 780, 78p,
78q, 78s, 78u—5, 78w, 78x, 78—1l, 78mm, 80a—
20, 80a—23, 80a—29, 80a—37, 80b—3, 80b—4,
80b—11, and 7201 et seq.; and 18 U.S.C. 1350,
unless otherwise noted.

m 2. Add § 240.10b-21 to read as
follows:

§240.10b—21 Deception in connection with
a seller’s ability or intent to deliver
securities on the date delivery is due.

Preliminary Note to § 240.10b-21: This
rule is not intended to limit, or restrict, the
applicability of the general antifraud
provisions of the federal securities laws, such
as section 10(b) of the Act and rule 10b-5
thereunder.

(a) It shall also constitute a
“manipulative or deceptive device or
contrivance” as used in section 10(b) of
this Act for any person to submit an
order to sell an equity security if such
person deceives a broker or dealer, a
participant of a registered clearing
agency, or a purchaser about its
intention or ability to deliver the
security on or before the settlement
date, and such person fails to deliver the
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security on or before the settlement
date.

(b) For purposes of this rule, the term
settlement date shall mean the business
day on which delivery of a security and
payment of money is to be made
through the facilities of a registered
clearing agency in connection with the
sale of a security.

By the Commission.

Dated: October 14, 2008.

Florence E. Harmon,

Acting Secretary.

[FR Doc. E8—24714 Filed 10-16-08; 8:45 am]|
BILLING CODE 8011-01-P

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Parts 240 and 249

[Release No. 34-58785; File No. S7-31-08;
October 15, 2008]

RIN 3235-AK23

Disclosure of Short Sales and Short
Positions by Institutional Investment
Managers

AGENCY: Securities and Exchange
Commission.

ACTION: Interim final temporary rule;
Request for comments.

SUMMARY: The Commission is adopting
an interim final temporary rule
requiring certain institutional
investment managers to file information
on Form SH concerning their short sales
and positions of section 13(f) securities,
other than options. The new rule
extends the reporting requirements
established by our Emergency Orders
dated September 18, 2008, September
21, 2008 and October 2, 2008, with
some modifications. The extension will
be effective until August 1, 2009.
Consistent with the Orders, the rule
requires an institutional investment
manager that exercises investment
discretion with respect to accounts
holding section 13(f) securities having
an aggregate fair market value of at least
$100 million to file Form SH with the
Commission following a calendar week
in which it effected a short sale in a
section 13(f) security, with some
exceptions.

DATES: Effective Date: §§ 240.10a—3T,
249.326T and temporary Form SH are
effective from October 18, 2008 until
August 1, 2009.

Compliance Dates: An institutional
investment manager that is required to
file a Form SH report on October 24,
2008 or October 31, 2008, must comply
with Rule 10a—3T, except that it:

e May exclude disclosure of short
positions reflecting short sales before
September 22, 2008 from the Form SH
report filed on either or both of those
dates. An institutional investment
manager choosing to exclude these short
sales effected before September 22 is not
required to report short positions
otherwise reportable if the short
position in the section 13(f) security
constitutes less than one-quarter of one
percent of that class of the issuer’s
securities issued and outstanding as
reported on the issuer’s most recent
annual or quarterly report, and any
current report subsequent thereto, filed
with the Commission pursuant to the
Securities Exchange Act of 1934, unless
the manager knows or has reason to
believe that the information contained
therein is inaccurate, and the fair market
value of the short position in the section
13(f) security is less than $1,000,000;
and

¢ Does not have to file Form SH in
XML format in accordance with the
special filing instructions posted on the
Commission’s Web site. Instead, the
institutional investment manager may
file Form SH on EDGAR in the same
manner as the form was filed pursuant
to the Emergency Orders dated
September 18, 2008, September 21, 2008
and October 2, 2008.

Comment Date: Comments on the
interim final temporary rule should be
received on or before December 16,
2008.

ADDRESSES: Comments may be
submitted by any of the following
methods:

Electronic Comments

e Use the Commission’s Internet
comment form (http://www.sec.gov/
rules/final.shtml); or

e Send an e-mail to rule-
comments@sec.gov. Please include File
Number S7-31-08 on the subject line;
or

o Use the Federal Rulemaking Portal
(http://www.regulations.gov). Follow the
instructions for submitting comments.

Paper Comments

¢ Send paper comments in triplicate
to Florence E. Harmon, Acting
Secretary, Securities and Exchange
Commission, 100 F Street, NE.,
Washington, DC 20549-1090.
All submissions should refer to File
Number S7-31-08. This file number
should be included on the subject line
if e-mail is used. To help us process and
review your comments more efficiently,
please use only one method. The
Commission will post all comments on
the Commission’s Internet Web site

(http://www.sec.gov/rules/final.shtml).
Comments are also available for public
inspection and copying in the
Commission’s Public Reference Room,
100 F Street, NE., Washington, DC
20549. All comments received will be
posted without change; we do not edit
personal identifying information from
submissions. You should submit only
information that you wish to make
publicly available.

FOR FURTHER INFORMATION CONTACT:
Steven Hearne, at (202) 551-3430, in the
Division of Corporation Finance, Marlon
Paz, at (202) 551-5756, in the Division
of Trading and Markets, or Stephan N.
Packs, at (202) 551-6865, in the
Division of Investment Management,
U.S. Securities and Exchange
Commission, 100 F Street, NE.,
Washington, DC 20549-3010.
SUPPLEMENTARY INFORMATION: The
Commission is adopting temporary Rule
10a—3T and Temporary Form SH (Form
SH) under the Securities Exchange Act
0f 19341 as an interim temporary final
rule. We are soliciting comments on all
aspects of the interim temporary final
rule and Form SH. We will carefully
consider the comments that we receive
and intend to address them in a
subsequent release.

I. Background

Recently, we have become concerned
that there is a substantial threat of
sudden and excessive fluctuations of
securities prices and disruption in the
functioning of the securities markets
that could threaten fair and orderly
markets. These concerns are evidenced
by our recent publication of Emergency
Orders under section 12(k) of the
Exchange Act in July 2 and September of
this year.3 In these Orders, we noted our
concerns about the possible unnecessary
or artificial price movements that may
be based on unfounded rumors and may
be exacerbated by short selling.

Short selling involves a sale of a
security that the seller does not own or
a sale which is consummated by the
delivery of a security borrowed by, or
for the account of, the seller.4 Short
sales normally are settled by the

115 U.S.C. 78 et seq.

2Release No. 34-58166 (July 15, 2008) [73 FR
42379] (imposing borrowing and delivery
requirements on short sales of the equity securities
of certain financial institutions).

3Release Nos. 34-58592 (Sept. 18, 2008) [73 FR
55169] (temporarily prohibiting short selling in the
publicly traded securities of certain financial
institutions), 34-58591 (Sept. 18, 2008) [73 FR
55175] (requiring institutional investment managers
to report short sales activities) and 3458572 (Sept.
17, 2008) [73 FR 54875] (imposing enhanced
delivery requirements on sales of all equity
securities).

417 CFR 242.200(a).
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delivery of a security borrowed by or on
behalf of the seller. Regulation SHO,
which became fully effective on January
3, 2005, sets forth the regulatory
framework governing short sales.®
Among other things, Regulation SHO
imposes a close-out requirement to
address failures to deliver stock on trade
settlement date and to target potentially
abusive short selling in certain equity
securities.

As adopted, Regulation SHO included
two major exceptions to the close-out
requirement: The “grandfather”
provision and the “options market
maker” exception. Due to our concerns
about the potentially negative market
impact of large and persistent fails to
deliver, and the fact that we continued
to observe threshold securities with fail
to deliver positions that are not being
closed out under existing delivery and
settlement requirements, effective on
October 15, 2007, we adopted an
amendment to Regulation SHO that
eliminated the “‘grandfather” exception
to Regulation SHO’s close-out
requirement.® The options market maker
provision excepted any fail to deliver
position in a threshold security
resulting from short sales effected by a
registered options market maker to
establish or maintain a hedge on options
positions that were created before the
underlying security became a threshold
security. On September 17, 2008, we
adopted and made immediately
effective an amendment to Rule
203(b)(3) of Regulation SHO to
eliminate the options market maker
exception to the rule’s close-out
requirement.”

On September 18, 2008, the
Commission issued an Emergency Order
pursuant to section 12(k)(2) of the
Exchange Act 8 requiring institutional
investment managers to report
information concerning their short sales
of section 13(f) securities on a weekly
basis. We amended the Order on
September 21, 2008 to clarify certain
technical issues and the public
availability of the information provided
by the institutional investment
managers.1° On October 2, 2008, we
extended the Order’s effectiveness
through October 17, 2008, and stated
that the Forms SH filed under the Order

517 CFR 242.200(a).

6 See Release No. 34-56212 (Aug. 7, 2007) [72 FR
45544].

7 See Release No. 34-58572 (Sept. 17, 2008).

815 U.S.C. 78I(k)(2).

9Release No. 34-58591.

10Release No. 34-58591A (Sept. 21, 2008) [73 FR
58987].

would remain nonpublic to the extent
permitted by law.11

Under the terms of the Emergency
Orders, institutional investment
managers that exercise investment
discretion with respect to accounts
holding securities described in Rule
13f-1(c) under the Exchange Act 12 that
have an aggregate fair market value of at
least $100,000,000, and effect short sales
of those securities generally are required
to file Form SH with the Commission on
a weekly basis. The Form SH filing
currently must be made on the first
business day of each calendar week
following a week in which the
institutional investment manager has
effected short sales with respect to any
section 13(f) security that is not an
option.13 With respect to each
applicable section 13(f) security, the
Form SH filing must identify the issuer
and CUSIP number of the relevant
security and reflect the manager’s start
of day short position, the number and
value of securities sold short during the
day, the end of day short position, the
largest intraday short position, and the
time of the largest intraday short
position.

To make clear that continuous
reporting of open short positions
previously reported on Form SH was
not required when no new short sales
had been effected during the calendar
week covered by the next Form SH
filing due to be filed, the Emergency
Orders stated that no Form SH filing is
required when no short sales of a
section 13(f) security have been effected
since the previous filing of a Form SH.14
Further, an institutional investment
manager need not report certain
information regarding short sales and
positions that otherwise would be
reportable on Form SH if:

e The short sale or position in the
section 13(f) security constitutes less
than one-quarter of one-percent of that
class of the issuer’s section 13(f)
securities issued and outstanding, as
reported on the issuer’s most recent
annual or quarterly report, and any
subsequent current report, filed with the

11 Release No. 34-58724 (Oct. 2, 2008) [73 FR
58987-01]. Release 34—58724, together with Release
34-58591 and 34-58591A are collectively referred
to as the Emergency Orders.

1217 CFR 240.13f-1(c).

13 Our discussion here and elsewhere in the
release regarding the need to disclose short sales
and short positions assumes that the reporting
exception, which is described in Section IL.A.3,
does not apply.

14 Similarly, under the Emergency Orders no
Form SH filing is required when all short sales of
section 13(f) securities that have been effected since
the last day of the prior reporting period for which
a Form SH was due qualify for the reporting
exception.

Commission pursuant to the Exchange
Act, unless the manager knows or has
reason to believe that the information
contained therein is inaccurate; and

e The fair value market of the short
sale or position in the section 13(f)
security is less than $1,000,000.

II. Purposes of the Interim Final
Temporary Rule

As explained in the Emergency
Orders requiring Form SH filings, and
other emergency orders under section
12(k) of the Exchange Act,> we are
concerned by sudden and excessive
fluctuation of securities prices and
disruptions in the fair and orderly
functioning of the securities markets.
We are concerned about possible
unnecessary or artificial price
movements that may be based on
unfounded rumors and may be
exacerbated by short selling.

We note that regulators in several
foreign jurisdictions also have adopted
rules requiring disclosure of short sales
and net short positions. For example,
the Netherlands Authority for the
Financial Markets (AFM) requires daily
disclosure to the AFM of net short
positions greater than 0.25% of the
capital of financial institutions listed on
the Euronext Amsterdam stock
exchange. The UK Financial Services
Authority (FSA) requires daily
disclosure to UK exchanges of net short
positions greater than 0.25% of the
ordinary stock of UK financial
institutions listed in the United
Kingdom.

The Commission believes that
requiring the filing of the information
on Form SH will provide useful
information to the staff to analyze the
effects of our rulemakings relating to
short sales and in evaluating whether
our current rules are working as
intended, particularly in times of
financial stress in our markets. The
reports will supply the Commission
with important information about the
size and changes in short sales of
particular issuers by particular
investors. That information will be
available to the Commission to consider
when questions about the propriety of
certain short selling occur.

Because of these concerns, we are
extending the requirements to file the
Forms SH until August 1, 2009 with the
following modifications to the reporting
requirements:

¢ Beginning on October 18, 2008, the
Form SH weekly filing deadline will be
the last business day of the calendar

15 See also Release Nos. 34-58166 (July 15, 2008)
[73 FR 42837] and 34-58572 (Sept. 17, 2008) [73
FR 58698].
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week following a calendar week in
which short sales are effected instead of
the first business day as required by the
Emergency Orders. This change will
provide filers with additional time to
gather and verify the necessary
information and file the forms.

e Form SH filers will no longer be
required to disclose the value of the
securities sold short (currently column
5 of Form SH), the largest intraday short
position (currently column 7 of Form
SH) and the time of day of the largest
intraday short positions (currently
column 8 of Form SH). We understand
that some of this information has been
difficult for filers to obtain.

e Form SH filers will be required to
report all short positions, including
short positions effected prior to
September 22, 2008, when reporting
data elements 5, 6 and 7, Short Position
(Start of Day), Number of Securities
Sold Short (Day) and Short Position
(End of Day). We believe this additional
data will assist with our goals of
tracking short sale activity.

e The threshold for reporting short
sales or positions will be raised from a
fair market value of $1 million to a fair
market value of $10 million. We have
raised this threshold due to the new
requirement to disclose pre-September
22, 2008 short sales and positions.16

o Filers will be required to submit an
XML tagged data file to the Commission
providing the requested data. This new
requirement will facilitate the review of
the filed data by the Commission staff.

IIL. Interim Final Temporary Exchange
Act Rule 10a-3T and Form SH

We are adopting interim final
temporary Exchange Act Rule 10a—3T
(Rule 10a—3T) to require institutional
investment managers to continue filing
Form SH in a form that is substantially
similar to that required by the
Emergency Orders. Adoption of the
interim final temporary rule, which will
be effective immediately and will
continue in effect until August 1, 2009,
will facilitate our review of our
regulation of short sales. We have
included several requests for comment
in this release. We will consider public
comments on Rule 10a—3T and Form SH
in determining whether we should
revise the interim final temporary rule
or Form SH in any respect, as well as
whether we should promulgate a longer-
term or permanent short sale reporting
requirement upon expiration of Rule
10a—3T and Form SH on August 1, 2009.

16 Under the Emergency Orders, institutional
investment managers did not have to disclose short
sales effected, and positions held, prior to
September 22, 2008.

We intend to address any comments
received in a subsequent release.

A. Description of Rule 10a-3T

Exchange Act Rule 10a—3T requires
certain institutional investment
managers that exercise investment
discretion 17 with respect to accounts
holding section 13(f) securities 18 to file
a nonpublic Form SH on a weekly basis
if they have effected short sales with
respect to a section 13(f) security during
the reporting period preceding the due
date of the filing.

1. Institutional Investment Managers
Required To Report Short Sales

Rule 10a—-3T requires institutional
investment managers to keep track of
certain short sale transactions and file
Form SH to report them. The rule
requires the filing of Form SH by those
institutional investment managers that:
(1) As of the end of the most recent
calendar quarter, filed, or were required
to file, a Form 13F for the calendar
quarter; and (2) during a Sunday to
Saturday calendar week effected a short
sale in a section 13(f) security other than
options.1® The manager is required to
file a Form SH report with the
Commission on the last business day of
the ensuing calendar week. By limiting
the Form SH reporting requirement to
institutional investment managers that
are required to file Form 13F, we subject
only those institutional investment
managers that exercise investment
discretion with respect to accounts
holding section 13(f) securities that have
an aggregate fair market value on the
last trading day of any month of the
previous calendar year of at least $100
million to the Form SH reporting
requirement.20

We are applying the rule only to Form
13F filers because they exercise
discretion over large accounts that have

17 For purposes of this rule, the term “investment
discretion’ has the same meaning as in Rule 13f—
1(b) under the Exchange Act. [17 CFR 240.13f-1(b)].

18 The term ‘‘section 13(f) securities” is defined
in Rule 13f-1(c) under the Exchange Act [17 CFR
240.13f-1(c)] to include securities of a class
described in Section 13(d)(1) of the Exchange Act
[15 U.S.C. 78m(d)(1)] that are admitted to trading
on a national securities exchange or quoted on the
automated quotation system of a registered
securities association. In determining what classes
of securities are section 13(f) securities, an
institutional investment manager may rely on the
Official List of Section 13(f) Securities published by
the Commission available at http://www.sec.gov/
divisions/investment/13flists.htm.

19 As adopted, the rule differs from the
requirement of the Order which applied to
institutional investment managers that were
required to file Form 13F for the quarter ended June
30, 2008. Because the temporary rule will be in
effect until August 1, 2009, the temporary rule
refers instead to the previous calendar quarter.

20 See 17 CFR 240.13f-1(a)(1).

significant potential to affect the
markets. In addition, these filers already
are subject to Exchange Act reporting
and in most instances, the Emergency
Orders, and therefore are familiar with
using the Commission’s EDGAR system
to submit filings. In addition, the Form
SH reporting requirement applies only
to section 13(f) securities, which
include equity securities of a class
described in section 13(d)(1) of the
Exchange Act that are admitted to
trading on a national securities
exchange or quoted on the automated
quotation system of a registered
securities association, because this is a
useful and tested term that is well-
suited to capture the information we are
seeking.

Request for Comment

e Rule 10a—3T limits reporting of
short sales and short positions to
institutional investment managers that
are required to file Form 13F. Should
we continue to require Form SH
reporting by these institutional
investment managers? Should we
require only a subset of these
institutional investment managers to file
Form SH reports? If so, how should we
limit the type of institutional
investment manager that we require to
file Form SH? Should we instead
require a different set of persons to file
Form SH? Are there categories of
persons that conduct a significant
amount of short sales but who are not
required to submit Form SH because
they are not institutional investment
managers required to file Form 13F? If
so, which categories of short sellers
should be subject to Form SH reporting?
Would it be appropriate to require
anyone who conducts short sales or has
short positions in excess of specified
thresholds, such as those in Rule 10a—
3T(b)(2)(ii), to report?

o Are there other, better ways to
collect information about short sales
than by requiring Form SH?

e Should we require short sellers to
keep current detailed books and records
of their short sale activities and their
short positions, of the sort required
under Rule 17a—-3(a)(6) under the
Exchange Act? 21 If so, should we
require short sellers to retain the name
of the broker, the number of shares, the
price, the issuer name, the time and date
of entry of the order, the time and date
of execution of the order, the type of
order (limit or market), the locate source
or exception to locate claimed, the
contact at the locate, the time and date
when the locate was received, the
amount of shares located, the time and

2117 CFR 240.17a-3(a)(6).
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date of the borrow, the number of shares
borrowed, the source from which they
were borrowed, and where the borrowed
shares are located? Should we require
other information be maintained?

e In the alternative, or in addition,
should we require all short sellers to
publicly provide a notice filing when
their short sale activity or positions
cross a specific threshold that would be
deemed significant? If so, what
information should the notice filing
contain? If a notice filing is required,
should it be filed with us on a
nonpublic basis? Would there be any
concerns about publicly filing such a
notice? Would such a notice filing
provide useful information to investors?
Would requiring all short sellers to keep
detailed records of their short sale
activities and filing when necessary a
notice filing relating to those activities
raise any other concerns, such as
concerns about the potential costs? In
the alternative, should we instead
require short sellers to produce books
and records upon request from the
Commission?

2. Short Sales and Short Positions
Required To Be Reported

Rule 10a-3T requires an institutional
investment manager to report short sales
and short positions, as defined in Rule
200 of Regulation SHO. Rule 200
defines a short sale to mean any sale of
a security which the seller does not own
or any sale which is consummated by
the delivery of a security borrowed by,
or for the account of, the seller.22 For
purposes of Rule 10a—3T, a short
position is the aggregate gross short
sales of an issuer’s section 13(f)
securities (excluding options), less
purchases to close out a short sale in the
same issuer. The Form SH short
position is not net of long position in
the issuer. If a person that has loaned a
security to another person sells the
security and a bona fide recall is
initiated within two business days after
trade date, the person that has loaned
the security is deemed to own the
security for purposes of Rule 200(g)(1)
and Rule 200(b) of Regulation SHO, and
such sale will not be treated as a short
sale.23 Rule 10a—3T is intended to
broadly require institutional investment
managers to account for their short
sales.

2217 CFR 242.200.

23 For staff guidance regarding how sales of
loaned but recalled securities should be treated for
purposes of the Emergency Orders, see the Division
of Trading and Market Guidance Regarding Sale of
Loaned but Recalled Securities available at http://
www.sec.gov/divisions/marketreg/
loanedsecuritiesfaq.htm.

Options and short sales of options on
section 13(f) securities are not required
to be reported on Form SH. However,
certain transactions that involve options
are required to be reported.24 For
example, if an institutional investment
manager exercises a put and is net short
pursuant to Rule 200(c) of Regulation
SHO, the resulting transaction is a short
sale and must be reflected on Form SH.
Similarly, if the institutional investment
manager effects a short sale as a result
of assignment to it as a call writer, upon
exercise, the resulting transaction is a
short sale and must be reflected on
Form SH.

Request for Comment

e Rule 10a—3T is limited to reporting
on short sales and short positions of
section 13(f) securities, other than
options. Should we continue to require
disclosure about short sales of these
section 13(f) securities? Should we limit
the securities that institutional
investment managers are required to
report on to a subset of these securities,
such as equity securities of financial
institutions? Would it be more
appropriate for the Form SH reporting
requirement to cover all publicly traded
equity securities regardless of whether
they are listed on a national securities
exchange or quoted on the automated
quotation system of a registered
securities association? Should we
require reporting on Form SH for
transactions relating to any equity
security of a company reporting under
the Exchange Act?

e Rule 10a—3T requires reporting of
the start of day short position, the gross
number of securities sold short during
the day and the end of day short
position. Does requiring reporting of
this information have the effect of
reducing manipulative behavior and
other improper conduct by short sellers?
Do these categories of information
provide the most useful data for
analyzing short selling activities and
combating market manipulation? If not,
are there other benefits that Form SH
information will provide? Are there
other categories of information that we
should require that would be useful to
our objectives, such as transaction audit
trails or the portion of the number of
securities sold short in foreign markets?

¢ Do the definitions of the terms short
sale and short position that we use in
Rule 10a—-3T adequately capture the
types of transactions on which the
Commission should focus? Should we
use definitions for the terms short sale

24 Short sales resulting from the exercise of option
contracts are reportable as of the date of the
exercise.

or short position in Rule 10a—3T that are
different from the Regulation SHO
definitions? If so, how should we define
these terms?

e How can we best address the risk
that managers may try to evade
reporting by conducting short sales
through synthetic instruments or
through third parties that are not
required to report on Form SH? Should
we require disclosure of these
transactions as well? Should we amend
the rule to require filers to report any
synthetic arrangements that function as
short sales and provide Form SH
information for those positions and
identify the parties to those
transactions? How would we define or
describe these transactions? Should we
require any short seller that is entering
the short to hedge a synthetic position
entered into with another party to
identify the other party in Form SH?

e Should we revise Rule 10a—3T to
require disclosure of options and short
sales of options? Should Rule 10a—3T
require disclosure of other financial
instruments such as single stock
futures?

¢ Rule 10a—3T requires information to
be reported to the Commission. Should
the rule require this information to be
provided to the self-regulatory
organizations? If so, which self-
regulatory organizations should receive
this information? Should we work with
the exchanges and self-regulatory
organizations to capture this
information? Would these organizations
be well equipped to monitor the data
that we are requesting?

e Should we consider harmonizing
our short sale reporting and regulation
with foreign regulators? Would it be
appropriate to require similar short sale
reporting to that implemented by the
FSA in the United Kingdom? 25 What
aspects would be more or less
appropriate?

3. Exceptions to the Filing and
Reporting Requirements

Rule 10a—-3T does not require an
institutional investment manager to file
a Form SH to report short sales and
positions if: 26

e The institutional investment
manager has not effected any short sales
of section 13(f) securities during the
reporting period covered by the Form
SH due to be filed; or

25 See information on the short selling
instruments issued in September 2008 at the
Financial Services Authority Web site at http://
www.fsa.gov.uk/pages/Library/Policy/Handbook/
short-selling.shtml.

26 Unlike the requirements under the Emergency
Orders, the rules we adopt today require short sales
or positions effected prior to September 22, 2008,
to be reported.
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¢ On each calendar day during the
calendar week, the start of day short
position, the gross number of securities
sold short during the day and the end
of day short position constitute less than
one-quarter of one percent of that class
of the issuer’s section 13(f) securities
issued and outstanding as reported on
the issuer’s most recent annual,
quarterly or current report filed with the
Commission pursuant to section 13 of
the Exchange Act, unless the manager
knows or has reason to believe the
information contained therein is
inaccurate and the fair market value of
the start of day short position, the gross
number of securities sold short during
the day and the end of day short
position is less than $10,000,000.27

Once a determination is made that a
Form SH filing is required, Rule 10a—3T
permits an institutional investment
manager to disclose in the appropriate
data element its reliance on this
exception with respect to information
otherwise required to be reported. The
institutional investment manager may
disclose “N/A” in the appropriate data
element to report the number of
securities sold short or corresponding
information regarding the short position
in that class where the data element
falls below the reporting threshold. The
exception limits the substantive
disclosure required on Form SH to
significant short sales and positions that
have the potential to materially affect
the price of the underlying securities.
This limitation is designed to strike a
balance between the burden of
compiling and providing the
information to the Commission and the
need for information about short sales to
be available to the Commission.

We are clarifying in accordance with
staff guidance provided in conjunction
with the Emergency Orders that
institutional investment managers may
act as conduits for customer orders by
handling such orders on a “riskless
principal” 28 basis in the following
scenarios, which may result in the
broker-dealer effecting a short sale: (i) A
broker-dealer receives an order to sell a
section 13(f) security from a customer
who is net long on the securities being
sold, and the broker-dealer then seeks to

27 For purposes of determining whether the
$10,000,000 threshold is met, the manager should
multiply the number of shares the manager sold
short that day by the market price as of the time
of the close of trading at the NYSE on that day.

28 A “riskless principal” transaction is generally
described as trades in which, after receiving an
order to buy (or sell) from a customer, the broker-
dealer purchases (or sells) the security from (or to)
another person in a contemporaneous offsetting
transaction. See Exchange Act Rule 10b—
10(a)(2)(ii)(A) [17 CFR 240.10b-10(a)(2)(ii)(A)];
Release No. 34-33743 (Mar. 9, 1994) at n.11.

execute that order, either in whole or in
part, by selling the section 13(f) security
as riskless principal, and the broker-
dealer has an overall net short position
in such section 13(f) security; or (ii) a
broker-dealer receives an order to buy a
section 13(f) security from a customer,
and the broker-dealer then seeks to
execute that order, either in whole or in
part, by purchasing the section 13(f)
security as riskless principal, and then
selling the section 13(f) security to the
customer, and the broker-dealer has an
overall net “short” position in such
section 13(f) security. In both scenarios,
the short sales need not be reported by
the broker-dealer on Form SH.

We are eliminating the “grandfather”
provision that was included in the Form
SH filing conditions set forth in the
Emergency Orders. The Emergency
Orders did not require disclosure of
existing or outstanding short positions
in section 13(f) securities held before
the September 22, 2008 effective date of
the initial order. This grandfather
provision was established primarily to
address concerns about the public
disclosure of institutional investment
managers’ pre-existing short positions
before we indicated that Form SH filings
would be made on a nonpublic basis.
One of the commenters on the
Emergency Orders noted that a
consequence of the grandfather
provision is that some Form SH filers
will have to keep two sets of books until
all of the pre-September 22 positions are
cleared out.2?

Under Rule 10a-3T, Form SH filers
will be required to report all short
positions, including short positions
effected prior to September 22, 2008,
when reporting data elements 5, 6 and
7, Short Position (Start of Day), Number
of Securities Sold Short (Day) and Short
Position (End of Day) on Form SH. We
believe that the additional data about
the pre-September 22 positions will
improve our efforts to analyze short sale
activity.

In connection with elimination of the
grandfather provision, we are revising
the exception to the Form SH filing
requirements. Under the Emergency
Orders, Form SH filers are not required
to report short sales or short positions
otherwise reportable if: The short sale or
short position in the section 13(f)
security constitutes less than one-
quarter of one per cent of that class of
the issuer’s section 13(f) securities
issued and outstanding, as reported on
the issuer’s most recent Exchange Act
report; and the fair market value of the

29 See letter from the Securities Industry and
Financial Markets Association dated October 9,
2008 available in file No. S7-24-08.

short sale or short position in the
section 13(f) security is less than $1
million. We are raising the threshold for
filing and reporting short sales or short
positions in a class of section13(f)
securities other than options from a fair
market value of $1 million to a fair
market value of $10 million primarily
due to the new requirement for
institutional investment managers to
report information about their pre-
September 22 short positions. In
addition, we note that the threshold is
intended to ensure that small percentage
positions that comprise large monetary
positions are reported, and we believe
that $10 million more suitably addresses
this concern.

An institutional investment manager
that is required to file a Form SH report
on October 24, 2008 or October 31, 2008
may exclude disclosure of short
positions reflecting short sales effected
before September 22, 2008 from the
Form SH report filed on either or both
of those dates. However, if the manager
excludes such disclosure, the relevant
fair market threshold for reporting short
sales or positions is the $1 million
threshold.

Request for Comment

e Is the exception in Rule 10a-3T to
Form SH reporting of short sales that
fall below the specified thresholds
appropriate? If so, are the thresholds set
at appropriate levels, or should they be
higher or lower? What threshold would
be appropriate? Should we use 5% as in
Regulation 13D 30 or is a smaller
threshold, such as 2.5%, more
appropriate? If you suggest a different
type of exception to Form SH reporting,
please describe the exception that you
think is appropriate.

e [s the reporting exception in Rule
10a—3T for “riskless principal”
transaction appropriate? If not, why not
and what would be the best way to
address “‘riskless principal” transactions
in the rule?

¢ Should we continue to use a
significance test that couples a
percentage of shares outstanding
threshold with a fair market value
threshold? Should the percentage and
market value thresholds be combined or
should they be separate standards? If
separate, what level should each be set
at? Would $1 million or $10 million be
appropriate? Would 1%, 2.5% or 5% be
appropriate? Should we instead adopt a
threshold that is tied to the number of
shares sold short or some other
standard?

e As adopted, a manager is required
to report its short sales and short

3017 CFR 240.13d-1 et seq.
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positions. However, managers often take
short positions in order to hedge the risk
on long positions in which they invest
and not for speculative purposes.
Should we develop an exemption that
would permit managers to avoid
reporting of hedging short positions or
in the alternative require additional
information that explains the purposes
of various short positions? If so, how
would we best develop the exemption
or the request for additional information
and how would we define hedging
transactions? Would such an exemption
be useful? Would it subsume the
purpose of the rule?

4. Transition and Expiration Dates of
Rule 10a-3T

As noted above, the Commaission
remains concerned by sudden and
excessive fluctuation of securities prices
and disruptions in the fair and orderly
functioning of the securities markets.
We are adopting this temporary rule to
continue the reporting obligations
established in our Emergency Orders as
modified. For the reasons those Orders
were adopted and for the reasons
explained in this release, no gap
between the reporting obligations of the
Emergency Orders and the obligations
established by this rule should exist. In
addition, we received a variety of
comments from the public about the
Emergency Orders, which were valuable
in developing this interim temporary
final rule. As a result, this rule is
immediately effective.

In order to assist with the transition,
institutional investment managers that
are required to file a Form SH report on
October 24, 2008 or October 31, 2008,
must comply with Rule 10a—3T, except
that they may exclude disclosure of
short positions reflecting short sales
before September 22, 2008 from the
Form SH report filed on either or both
of those dates. An institutional
investment manager may choose to
exclude these short sales effected before
September 22 if the short position in the
section 13(f) security constitutes less
than one-quarter of one percent of that
class of the issuer’s securities issued
and outstanding as reported on the
issuer’s most recent annual or quarterly
report, and any current report
subsequent thereto, filed with the
Commission pursuant to the Exchange
Act, unless the manager knows or has
reason to believe that the information
contained therein is inaccurate, and the
fair market value of the short position in
the section 13(f) security, as of
September 22, 2008, was less than
$1,000,000. In addition, institutional
investment managers do not have to file
Form SH in XML format in accordance

with the special filing instructions
posted on the Commission’s Web site
for their Form SH reports on October 24,
2008 or October 31, 2008. Instead, the
institutional investment manager may
file Form SH on EDGAR in the same
manner as the form was filed pursuant
to the Emergency Orders dated
September 18, 2008, September 21, 2008
and October 2, 2008.

Subsequently, beginning with the
calendar week ending November 1,
2008, institutional investment managers
are required to report as specified in
Rule 10a-3T and the filer instructions as
to the assembly of the EDGAR
submission provided on the
Commission’s Web site at http://
www.sec.gov/info/edgar/ednews/
formshsubmission.htm or in a future
update of the EDGAR Filer Manual.
Rule 10a—-3T will expire and cease to be
effective on August 1, 2009 unless we
act to continue or revise the rule and
extend the effective date.

Request for Comment

e How long should institutional
investment managers be required to file
Form SH reports with the Commission?
Is the period extending until August 1,
2009 that we are adopting appropriate?
Should we require Form SH reporting
beyond August 1, 2009?

B. Form SH

1. Timing and Nonpublic Nature of
Form SH

Rule 10a—3T requires institutional
investment managers to report certain
short sales to the Commission on Form
SH. Under Rule 10a-3T, institutional
investment managers must file Form SH
on the last business day of each
calendar week following a week in
which the institutional investment
manager has effected certain short sales
with respect to any section 13(f) security
that is not an option.31

This is a change from the Form SH
filing deadline set forth in the
Emergency Orders which required Form
SH to be filed on the first business day
of each calendar week immediately
following a week in which the
institutional investment manager
effected certain short sales. This change
will provide filers with additional time
to gather, verify and file the data,
decreasing the burden on the filers
without affecting the efficacy of the
information to the staff.

As we explained in our October 2008
Order, we are concerned that publicly

31 The Form SH is required to be filed
electronically on the Commission’s EDGAR system
on or before 5:30 p.m. Eastern Time on the last
business day of the calendar week.

available Form SH data could give rise
to additional, imitative short selling.
Accordingly Rule 10a—3T states that all
Forms SH filed with the Commission
will be nonpublic to the extent
permitted by law. The Freedom of
Information Act provides at least two
exemptions under which the
Commission has authority to withhold
the information.32 A Form SH filer
should not submit a confidential
treatment request to the Commission. A
Form SH filer must label its Form SH as
non-public, as required by the
instructions to the form.

Request for Comment

e Form SH requires detailed reports
regarding institutional investment
managers’ significant short positions in
section 13(f) securities. Are there better
ways for the Commission to gather short
selling information and address our
concerns than by using Form SH? Are
the detailed reports required on Form
SH appropriate? Is there any
information that should be required in,
or deleted from, the requirements of the
Form?

e When requiring reporting of short
positions, should we generally only
require reporting of new positions, or
should we require reporting of all short
positions? Does requiring reporting of
all short positions create significant
additional burdens on filers? If so, what
burdens and how can they best be
addressed?

e Form SH requires filers to report the
short position at the start of the day, the
aggregate number of securities sold
short on that day, and the short position
at the end of the day. Is this information
sufficient to provide an adequate
understanding of the filer’s short sale
activity during the day? Should we
require filers to report their net long and
short positions in addition to the
information already required? Is it
sufficient to simply track the net short
positions and not to report the start and
end of day positions and the aggregate
activity?

¢ As adopted, Form SH no longer
requires reporting of the daily value of
securities sold short, the largest intraday
short position and the time of day of
that short position. We understand that
some institutional investment managers
have had significant difficulty

32 The Freedom of Information Act (“FOIA”)
Exemption 4 provides an exemption for “trade
secrets and commercial or financial information
obtained from a person and privileged or
confidential.” FOIA Exemption 8 provides an
exemption for matters that are “contained in or
related to examination, operating, or condition
reports prepared by, on behalf of, or for the use of
an agency responsible for the regulation or
supervision of financial institutions.”
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identifying the largest intraday short
position and the time of day of that
short position. This information may be
helpful in identifying manipulative
short selling. How difficult is it for filers
to track and report this information?
Should we require filers to report this
information? Is there an alternative way
to track this kind of information and
better identify when manipulative short
selling may be taking place?

e Rule 10a—3T provides that the
information required by Form SH shall
remain nonpublic to the extent
permitted by law. Institutional
investment managers have expressed
concern about making this information
public. Should the information required
by Form SH be publicly reported?
Would concerns about public reporting
be alleviated if there was a delay in
filing the information, such as a delay
of 10 days, or 45 days after the end of
a quarter in which the transaction
occurred, similar to the 45-day deadline
for Form 13F filings? Would concerns
be alleviated if the information was
reported by the institutional investment
manager on a nonpublic basis, but made
public after a delay on an issuer basis?

e If the Form SH remains nonpublic,
what is the best way to require filers to
report the Form SH information to the
Commission? Is EDGAR the best vehicle
for reporting Form SH information to
the Commission? If not, what vehicle
would be superior and why?

e We are permitting institutional
investment managers to provide the
information required by Form SH on the
last business day following a calendar
week in which the institutional
investment manager effected a short
sale. Are there concerns with permitting
institutional investment managers with
extra time to provide the information to
the Commission? Is the extra time
sufficient time to address concerns
about the need for more time to be able
to provide the information in a timely
fashion? Should we change the weekly
reporting period so it is not based on a
calendar week?

e Institutional investment managers
are required to file Form SH for any
week during which they make a
reportable short sale. Is it appropriate to
require the filing of Form SH on a
weekly basis? Should we require the
filing to be made more frequently, such
as daily? Should we require the filing
less frequently, such as bi-weekly,
monthly or quarterly, to reduce the
filing burden? Would we be able to
capture short selling information as
effectively if Form SH reports were
required to be filed less frequently?

2. Form SH

Under the Emergency Orders, Form
SH may be filed in ASCII or HTML. We
are adopting rules that require that short
sale and position information to be filed
in XML tagged data format and
additional identification within the data
file. By requiring reporting in XML, the
Commission staff will be able to more
easily analyze the data that we receive.
Based on our experience with reporting
under the Emergency Orders, we are
reducing the data that institutional
investment managers are required to
report to the Commission by removing
the requirement that managers report
the value of securities sold short during
the day, the largest intraday short
position and the time of day of the
largest intraday short position.

We understand that some filers have
found it difficult to obtain and
burdensome to track and report the
largest intraday short position
disclosure, and the time thereof. We are
no longer requiring disclosure of the
value of securities sold short during the
day as our staff has the ability to
perform this calculation without the
disclosure from the institutional
investment manager.

There are three Form SH report types:
Form SH Entries Report, Form SH
Notice and Form SH Combination
Report. An Entries Report is filed if all
of the information that an institutional
investment manager is required to
report is included in the Form SH filing;
a Notice is filed if all of the information
that a manager is required to include in
the XML tagged data file is reported by
another Manager; a Combination Report
is filed if a portion of the manager’s
entries are filed in the manager’s report
and a portion are reported by another
manager. When filing a Form SH Notice
or Combination Report, the manager is
required to disclose the other managers
that are reporting for the manager.

Rule 10a—-3T requires filers to format
the Form SH data differently than under
the Emergency Orders, but will
similarly include:

o Disclosure of the time period of the
report;

e An indication of whether the report
is an amendment;

¢ The name and address of the
institutional investment manager;

e A representation by the signer;

o A signature block for the person
signing the form;

¢ An indication of the report type;

o A list of any other managers
reporting for the manager filing the
report;

o The total number of transactions
reported;

e A list of other managers for whom
the Form SH is filed; and

e The number of other included
managers.33

In addition, the Form SH will include,
where applicable, an XML tagged data
file that provides much of the
information that was previously
required by the Emergency Orders to be
included in the Information Table. The
XML tagged data file will provide the
information regarding short sales,
including:

e The date;

e The Central Index Key (CIK) of the
filer;

e The name of the issuer;

e The CUSIP of the issuer;

e The short position at the start of the
day;

-y The number of securities sold short
on that day; and

e The short position at the end of the
day.
%he XML data elements provide the
bulk of the required disclosure in Form
SH and are limited to the information
requested in the instructions to the
form. Data elements 1 through 4 provide
the date, identify the manager by CIK,
and the name and CUSIP of the issuer.
Data Elements 5 and 7 require the
manager to report the number of
securities that represent the manager’s
short position in the issuer as of the
start and end of each calendar day
during the reporting period. Data
element 6 requires the manager to report
the gross, not net, number of securities
in the issuer that the manager sold short
for each calendar day during the
reporting period.

When determining the disclosure
required in the XML tagged data file, an
institutional investment manager may
apply the exclusion in Rule 10a—
3T(b)(2)(ii) on a day-by-day and data
element-by-data element basis. For
example, if a filer has triggered a filing
obligation for a given calendar week,
has start and end of day short positions
on a particular day that do not qualify
for the reporting exception, but does not
effect any short sales on that day, the
filer would disclose the appropriate
numbers under elements 5 and 7 and
enter zero under element 6. Using the
same facts, if the filer did engage in
short sales during that particular day
but those sales in the aggregate met the
reporting exception, the filer may enter

33 Additional information the manager wishes to
report may be included on the Form SH provided
that the information does not, either by its nature,
quantity, or manner of presentation, impede the
understanding or presentation of the required
information. Only information requested by the
Form SH and its instructions is permitted in the
XML tagged data file.
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“N/A” under element six. “N/A” can to
be used any time a filer has a filing
obligation and is omitting information
under the reporting exception.

To the extent still relevant,
institutional investment managers may
look to the staff guidance provided
pursuant to the Emergency Orders
regarding reporting short sales and
positions on Form SH such as the
Guidance Regarding the Commission’s
Emergency Order Concerning Disclosure
of Short Selling provided by the staff of
the Divisions of Corporation Finance,
Investment Management, and Trading
and Markets available at http://
www.sec.gov/divisions/marketreg/
shortsaledisclosurefaq.htm.

Request for Comment

e Is the XML tagged data file format
more easily generated than an ASCII
document in columned or delimited
format? Would XBRL tagged data be a
preferred solution? Are there any other
technology issues resulting from the use
of XML tagged data format? Do filers
have the ability to submit the XML
tagged data by November 7, 20087

e Should delimited ASCII text data be
considered for transaction data? If the
data is to be provided to the public,
which data file format would be
preferred? If the data is to be provided
to the public, is there an advantage to
using XML because a style sheet can be
used to present XML data elements in
a readable format?

IV. Other Matters

The Administrative Procedure Act
generally requires an agency to publish
notice of a proposed rulemaking in the
Federal Register.34 This requirement
does not apply, however, if the agency
“for good cause finds * * * that notice
and public procedure are impracticable,
unnecessary, or contrary to the public
interest.”” 35 Further, the Administrative
Procedure Act also generally requires
that an agency publish an adopted rule
in the Federal Register 30 days before
it becomes effective.3¢ This
requirement, however, does not apply if
the agency finds good cause for making
the rule effective sooner.3” The
Commission, for good cause, finds that
notice and solicitation of comment
before Rule 10a—3T and Form SH is
impracticable, unnecessary, or contrary
to the public interest.

For the reasons we discussed
throughout this release, we believe that
we have good cause to act immediately

34 See 5 U.S.C. 553(b).
35d.
36 See 5 U.S.C. 553(d).
371d.

to adopt this rule and form on a
temporary interim final basis. As
discussed throughout this release, we
are concerned by recent sudden and
excessive fluctuation of securities prices
and disruptions in the fair and orderly
functioning of the securities markets
and believe that the nonpublic
submission of Form SH may provide the
Commission with useful information to
combat market manipulation that
threatens investors and our capital
markets. Adopting the rules as interim
temporary rules also will minimize any
disruption in reporting by institutional
investment managers of their short sale
activities. Avoiding such disruption
should obviate the need for those
managers to stop and restart their
reporting apparatus and should allow us
uninterrupted access to the information
in the reports during a time of
significant market upheaval.

Rule 10a-3T takes effect on October
18, 2008. For the reasons discussed
above, we have acted on a temporary
interim final basis. We emphasize that
we are requesting comments on the
temporary rule and will carefully
consider any comments that we receive.
We intend to respond to the comments
in a subsequent release. Moreover, this
is a temporary rule that will expire on
August 1, 2009. Setting a termination
date for the rule will necessitate further
Commission action no later than the end
of that period if the Commission
determines to continue the same, or
similar, requirements contained in the
temporary rule. The Commission finds
that there is good cause to have Rule
10a—3T and Form SH effective as
temporary interim rules on October 18,
2008 and that notice and public
procedure in advance of effectiveness of
the rules are impracticable, unnecessary
and contrary to the public interest.38

V. Paperwork Reduction Act
A. Background

Temporary Exchange Act Rule 10a—3
relates to a “collection of information”
requirement within the meaning of the
Paperwork Reduction Act of 1995
(PRA).39 The title for the information
collection is “Form SH” (OMB Control
No. 3235-0646). An agency may not
conduct or sponsor, and a person is not
required to respond to, a collection of

38 This finding also satisfies the requirements of
5 U.S.C. 808(2), allowing the rules to become
effective notwithstanding the requirement of 5
U.S.C. 801 (if a federal agency finds that notice and
public comment are “impractical, unnecessary or
contrary to the public interest,” a rule “‘shall take
effect at such time as the federal agency
promulgating the rule determines.”).

3944 U.S.C. 3501 et seq.

information unless it displays a current
valid control number.

The Office of Management and Budget
(“OMB”) approved Form SH on
September 19, 2008 in connection with
the Commission’s issuance of the
Emergency Order to require institutional
investment managers to file Form SH
with the Commission.#® We submitted
revised burden estimates to OMB for
review and approval in accordance with
44 U.S.C. 3507(j) and 5 CFR 1320.13.
Separately, we submitted the revised
burden estimates to OMB for review and
approval in accordance with 44 U.S.C.
3507(d) and 5 CFR 1320.11. OMB has
approved the revised Form SH burden
estimates related to our adoption of Rule
10a—3T on an emergency basis.

B. Summary of Rule 10a-3T and Form
SH Burden Estimates

Rule 10a-3T will require certain
institutional investment managers that
exercise investment discretion with
respect to accounts holding section 13(f)
securities that have an aggregate fair
market value of at least $100,000,000 to
file Form SH on a weekly basis during
the period covered by this interim rule.
The Form SH filing must be made on
the last business day of each calendar
week following a week in which the
institutional investment manager has
effected any short sale with respect to
any section 13(f) security that is not an
option. Form SH is filed on a nonpublic
basis and compliance is mandatory.

With respect to each applicable
section 13(f) security, the Form SH
filing must reflect the number of
securities sold short during the day, as
well as the start of day short position
and end of day short position, for that
security on each calendar day of the
prior week in which the institutional
investment manager engaged in trading
activity with respect to short sales. No
Form SH filing is required when no
short sales of a section 13(f) security
have been effected during the reporting
period to be covered by the Form SH
filing or where all short sales and short
positions are below the following
thresholds on each day of the calendar
week to be covered by the report:

¢ The short sales and short positions
in the section 13(f) security constitute
less than one-quarter of one-percent of
that class of the issuer’s section 13(f)
securities issued and outstanding as
reported on the issuer’s most recent
annual or quarterly report, and any
current report subsequent thereto, filed
with the Commission pursuant to the
Exchange Act, unless the manager
knows or has reason to believe that the

40 Release No. 34-58591.



61686

Federal Register/Vol. 73, No. 202/Friday, October 17, 2008/Rules and Regulations

information contained therein is
inaccurate; and

e The fair value market of the short
sale and short position in the section
13(f) security is less than $10,000,000.

When we originally requested
approval of Form SH in connection with
the Emergency Orders, we estimated
that the same number of respondents
that file Form 13F also would file Form
SH, and that each Form SH filing would
impose an estimated five burden hours
on each respondent. Some Form SH
filers indicated that the five hour
burden estimate is too low, so we are
increasing it to 20 hours as explained
below. We also now have actual data
from the Form SH filings that we
received on September 29, 2008,
October 6, 2008 and October 14, 2008
upon which to base our revised burden
estimates. We estimate that we will
receive approximately 1,000 Form SH
filings from institutional investment
managers each week during the nine-
month period during which Rule 10a—
3T will be in effect.

Pursuant to Rule 10-3T, Form SH
contains three fewer data elements than
did the version of Form SH required by
the Emergency Orders. Therefore, we
estimate that 1,000 institutional
investment managers will file 36 Form
SH reports annually at an estimated 20
hours per filing for a total annual
reporting burden of 720,000 hours.4!
The 20 hour per filing estimate is based
on data received from a small sample of
actual filers and a random sample of
filings conducted by our Office of
Economic Analysis. Staff in the Office of
Economic Analysis sampled 100 of the
Form SH filings that we received on
October 6, 2008. The average number of
pages filed was 8.2 and the median
number of pages filed was 6, while the
maximum number of pages included in
a sample filing was 228 and the
minimum was 1 page.

Based on limited data from a small
sample of actual filers, we estimate that
the legal costs of filing Form SH for
investment managers that retain an
outside law firm to be approximately
$1,000 per filing for 36 filings for a total
of $36,000.42 We further estimate the
filing agent costs to be $1,500 per week
for managers that retain an outside agent
to assist them in filing Form SH on
EDGAR for a total of $54,000 ($1,500 x
36), and a combined cost total of

41This estimate conservatively assumes that each
Form SH filer will make a Form SH filing each
week during the period covered by Rule 10a—3T.

42 The $1,000 per filing estimate is based on two-
and-a-half hours of outside law firm time at a rate
of $400 per hour.

$90,000,000 ($90,000 per filer x 1000
filers).

We understand that many
institutional investment managers
incurred a much higher reporting
burden than five hours per filing in
connection with the Form SH reports
that they filed to comply with the
Emergency Orders. A substantial
portion of the initial reporting burden,
as discussed in more detail in the Cost-
Benefit Analysis, was attributable to the
compressed timeframe in which the
managers had to comply with the newly
created form and the need for new
programs to combine data from two
different types of automated information
systems to satisfy the Form SH
disclosure requirements. The revised 20
hour estimate and cost estimate reflects
an estimated average reporting burden
associated with Form SH for each of the
36 filings that some institutional
investment managers must make during
the nine month period covered by Rule
10a—3T.

C. Solicitation of Comments

Pursuant to 44 U.S.C. 3506(c)(2)(B),
we request comments to: (1) Evaluate
whether Form SH is necessary for the
proper performance of the functions of
the agency, including whether it will
have practical utility; (2) evaluate the
accuracy of our estimate of the burden
imposed by Form SH; (3) determine
whether there are ways to enhance the
quality, utility and clarity of the
information to be collected; and (4)
evaluate whether there are ways to
minimize the burden of the collection of
information on those who are to
respond, including through the use of
automated collection techniques or
other forms of information technology.

Persons submitting comments on the
collection of information requirements
should direct the comments to the
Office of Management and Budget,
Attention: Desk Officer for the
Securities and Exchange Commission,
Office of Information and Regulatory
Affairs, Washington, DC 20503, and
should send a copy to Florence E.
Harmon, Acting Secretary, Securities
and Exchange Commission, 100 F
Street, NE., Washington, DC 20549—
1090, with reference to File No. S7-31—
08. Requests for materials submitted to
OMB by the Commission with regard to
these collections of information should
be in writing, refer to File No. S7-31
—08, and be submitted to the Securities
and Exchange Commission, Records
Management, Office of Filings and
Information Services, 100 F Street, NE.,
Washington, DC 20549.

VI. Cost-Benefit Analysis

A. Background

As stated in the Emergency Orders,
we are concerned about the potential for
sudden and excessive fluctuations of
securities prices and disruption in the
functioning of the securities markets
that could threaten fair and orderly
markets. In particular, we are concerned
that some persons may manipulate the
stock of issuers that have become
temporarily weakened by current
market conditions. Possible unnecessary
or artificial downward price movements
may be based on unfounded rumors and
may be exacerbated by short selling.
Such price declines can give rise to
questions about the underlying financial
condition of an issuer, which in turn
can create a crisis of confidence that is
not warranted by the issuer’s true
financial condition. This undue crisis of
confidence can threaten an issuer’s
viability as a going concern, even when
the underlying fundamentals of the firm
do not suggest cause.

For example, financial institutions
with demand deposit liabilities might
experience unwarranted depositor
withdrawals that, without replacement,
could lead to a funding shortfall for the
financial institution’s long term assets,
such as residential mortgages and
commercial loans. Liquidation of these
assets to meet depositor redemption
could force sales at unfavorable prices
that erode capital and increase the risk
of insolvency and institutional failure.

Non-financial institutions can face
similar risks from an undue crisis in
confidence. Manufacturers that rely on
credit with suppliers or financial
institutions for production inputs might
see this credit offered at less favorable
terms, or even worse, become
unavailable, placing undue burden on
their working capital and cash reserves.
An undue crisis in confidence also
could lead customers to choose
alternative products or producers if
customers fear that future commitments,
such as warrantees or service
agreements, might not be honored.

We therefore believe that it is
necessary to continue requiring
institutional investment managers
subject to the Form 13F filing
requirements to report information
concerning their short sales of Rule 13(f)
securities on Form SH after the
expiration of the Emergency Order
dated October 2, 2008 on October 17,
2008. New Exchange Act Rule 10a—-3T
requires an institutional investment
manager that exercises investment
discretion with respect to accounts
holding section 13(f) securities having
an aggregate fair market value of at least
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$100 million to file Form SH with the
Commission each calendar week
immediately following a calendar week
in which the manager effects a short sale
of section 13(f) securities, other than
options, exceeding stated thresholds.
Rule 10a—3T and Form SH are
temporary requirements that will expire
on August 1, 2009.

B. Benefits

The securities markets have
undergone significant stress in recent
months. An expected benefit of Rule
10a—3T and Form SH is to help restore
investor confidence in the markets. The
disclosure may help to combat
manipulative behavior by making it
easier for us to analyze short selling
activity. To the extent that the rule does
reduce manipulative behavior while
still permitting legitimate trading
activity should help to alleviate any
undue crisis of investor confidence and
may strengthen the market’s ability to
correctly incorporate accurate
information into securities prices.

Among other things, the Form SH
disclosure will enable staff in our Office
of Economic Analysis and Office of
Compliance, Inspections and
Examinations to analyze short selling
patterns and use the data along with
other information to study the impact of
short selling on the market in times of
financial crisis. For example, the Form
SH disclosure can help Commission
staff evaluate the effectiveness of some
of our other emergency initiatives
relating to short selling, such as our new
temporary Rule 204T requiring short
sellers and their broker-dealers to
deliver securities by the settlement date
(three days after the sale transaction
date, or T+3).

In response to feedback on the
Emergency Orders, we have further
tailored the information collected. We
believe that this will limit the expense
of complying with the disclosure, while
still providing us with the information
that we need.

C. Costs

Rule 10a—-3T will impose costs on
institutional investment managers
subject to the Form SH filing
requirement. We estimate that
approximately 1,000 Form SH reports
will be filed with the Commission each
week during the period through August
1, 2009, and that each filing will impose
an estimated reporting burden of 20
hours on the filer at an estimated
internal cost of $3,500 per filing,*3 plus

43 Consistent with recent rulemaking estimates,
we used a $175 per hour rate to estimate the cost
of work performed internally at the company.

an estimated $90,000 per filing in legal
and filing costs for managers that retain
the services of an outside law firm and

EDGAR filing agent.44

In addition to the costs associated
with the reporting burden, we
understand that many institutional
investment managers spent a substantial
number of hours creating a reporting
mechanism to capture the data required
by Form SH when they first became
subject to the reporting requirement
under the Emergency Orders. The
managers typically maintain an
automated system to generate
information about their short positions,
and a different automated system to
generate information about their trading
activity. Due to the fact that Form SH
requires information about the
manager’s short positions, as well as the
number of securities sold short during
the day, they had to create new
programs to generate the necessary data.

The temporary rule will also be
associated with implementation costs.
By requiring filings in XML, filers will
need to reprogram systems to be
prepared to file in XML by November 7.
In addition, changing the form to report
fewer data items will also involved
reprogramming costs. We believe that
these extra costs are justified because
the changes help to limit the costs and
improve the ability of the Commission
to use the information in the filings.

We recognize that the Form SH
reporting requirement imposed by Rule
10a—3T may result in increased short
selling costs for participants that may
impact legitimate short selling activities.
We sought to limit the potential costs
associated with Form SH filing under
Rule 10a—3T by:

¢ Imposing the Form SH filing
obligation only on institutional
investment managers that exercise
discretion over accounts holding section
13(f) securities having an aggregate fair
market value of at least $100 million—
these managers have experience with
SEC filing and tend to be larger and
better able to bear the cost;

¢ Requiring reporting only about
section 13(f) securities, but not
including options or equity securities of
all public companies—the section 13(f)
category of securities is a well-defined,
pre-existing category of securities that
institutional investment managers use
in connection with their Form 13F filing
obligations;

o Not requiring Form SH to be filed
following a week in which the

44 We do not expect that all Form SH filers will
retain the services of an outside law firm or filing
agent to assist them, but we conservatively assume
that they will for purposes of these cost estimates.

institutional investment manager did
not effect any short sale of a section
13(f) security, even if the manager closes
a short position during that week;

e Allowing aggregation of reporting
on Form SH across multiple
institutional investment managers;

e Establishing thresholds below
which short sales need not be reported
on Form SH; and

o Establishing a last business day of
each calendar week reporting deadline,
which should help to reduce weekend
labor and systems time.

We request comments on this Cost-
Benefit Analysis and any of the costs
and benefits associated with Rule 10a—
3T and Form SH. We solicit quantitative
data to assist with our assessment of the
costs and benefits of the rule and form.

e Have we accurately estimated the
costs?

e Are additional costs involved in
complying with the rule? What are the
types, and amounts, of the costs?

¢ Can the rule be modified to mitigate
costs?

¢ Do the benefits justify the costs?

e Will the Form SH reporting
requirements influence the day-to-day
decisions made by institutional
investment managers in any substantive
way? For example, will managers
choose in some cases to avoid short
selling, or to short through alternative
vehicles such as OTC derivatives to
avoid reporting?

¢ Given that Rule 10a—3T requires
reporting of short sales and short
positions, but does not require Form SH
filers to report whether the short sales
are being used to hedge other positions,
does the Form SH information provide
an accurate picture of the short selling
activities of institutional investment
managers and their clients? Is there an
alternative reporting requirement that
would more accurately reflect managers’
true activities?

e Rule 10a—3T requires a single form
that aggregates short positions across
multiple systems and across portfolios
managed for multiple customers. Does
the aggregation process pose any special
difficulties or impose additional costs
beyond those that would be incurred if
filers could submit separate reports for
separate units or systems?

e How costly will it be for Form SH
filers to develop the code needed to file
Form SH in XML format? Are there less
costly alternatives that will present the
Form SH data in a machine readable
format?
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VII. Consideration of Burden of
Competition and Promotion of
Efficiency, Competition and Capital
Formation

Section 23(a)(2) of the Exchange
Act 45 requires us, when adopting rules
under the Exchange Act, to consider the
impact that any new rule would have on
competition. In addition, section
23(a)(2) prohibits us from adopting any
rule that would impose a burden on
competition not necessary or
appropriate in furtherance of the
purposes of the Exchange Act. Section
3(f) of the Exchange Act*® and section
2(c) of the Investment Company Act of
1940 47 require us, when engaging in
rulemaking to consider or determine
whether an action is necessary or
appropriate in the public interest, to
consider, in addition to the protection of
investors, whether the action will
promote efficiency, competition, and
capital formation.

We believe that Rule 10-a3T will not
have an adverse impact on competition
among the institutional investment
managers required to file Form SH and
other parties effecting short sales
because the Commission will keep Form
SH information nonpublic to the extent
permitted by law. We have received
comments indicating that the
information required by Form SH is
highly proprietary and could be used to
try and reverse engineer an institutional
investment manager’s trading strategy.48
In addition, there is a concern that
public disclosure could inaccurately
suggest that the managers effecting short
sales have a negative view of some
issuers’ prospects given that short sales
may be a part of some managers’ routine
hedging strategies.4?

Further, the rule imposes similar costs
on institutional investment managers of
similar size, given that only larger
institutional investment managers
subject to the Form 13F filing
requirement are subject to the Form SH
filing requirement. Therefore, it does
not create any competitive
disadvantages among these managers.
Rule 10a-3T could, however, create an
advantage for smaller institutional
investment managers that are not
subject to the Form SH filing
requirement as compared to the larger
filers. We believe any burden on
competition imposed by the rule is
necessary or appropriate in furtherance
of the purposes of the Exchange Act

4515 U.S.C. 78w(a)(2).

4615 U.S.C. 78c(f).

4715 U.S.C. 80a—2(c).

48 See, for example, letter from WilmerHale dated
October 10, 2008 available in file No. S7-24-08.

49]d.

because the rule will assist us in
addressing concerns that short selling
may be used to manipulate the stock of
issuers.

To the extent Rule 10a—3T achieves
its objective of combating market
manipulation, the rule should promote
efficiency and capital formation by
increasing investor confidence and
strengthening the market’s ability to
correctly incorporate accurate
information into securities prices. We
request comment on these matters in
connection with the rule.

VIII. Regulatory Flexibility
Certification

Section 3(a) of the Regulatory
Flexibility Act requires the Commission
to undertake a Regulatory Flexibility
Analysis of the effect of its rules on
small entities unless the Commission
certifies that the rules do not have a
significant economic impact on a
substantial number of small entities.5°
Pursuant to Section 605(b) of the
Regulatory Flexibility Act, the
Commission hereby certifies that
Exchange Act Rule 10a—-3T and Form
SH do not have a significant impact on
a substantial number of small entities.5?
A ““small entity” is defined under Rule
0-7 of the Investment Advisers Act of
1940 for purposes of the Regulatory
Flexibility Act as an investment adviser
that:

e Has assets under management and
reported in its annual updating
amendment to Form ADV of less than
$25 million;

¢ Did not have total assets of $5
million or more on the last day of its
most recent fiscal year; and

¢ Does not control, is not controlled
by, and is not under common control
with another investment adviser that
has assets under management of $25
million or more, or any person (other
than a natural person) that had total
assets of $5 million or more on the last
day of the most recent fiscal year.

Rule 10a—-3T requires only an
institutional investment manager that
exercises investment discretion over
investment accounts holding section
13(f) securities having an aggregate fair
market value of at least $100 million on
the last trading day of a month that is
relevant to the period covered by the
rule to file Form SH with the
Commission. Therefore, we do not

505 U.S.C. 603(a).

51 Although the requirements of the Regulatory
Flexibility Act do not apply to rules adopted under
the Administrative Procedure Act’s “‘good cause”
exception, see 5 U.S.C. 601(2) (defining “rule’” and
notice requirements under the Administrative
Procedure Act), we have nevertheless provided this
certification.

expect the rule to affect a significant
number of small entities under the
definition of “small entity” set forth
above. Not all of the institutional
investment managers that may be
required to file Form SH are registered
as investment advisers under the
Investment Advisers Act. Despite the
fact that the Rule 0-7 definition of a
small entity is designed for purposes of
the Investment Advisers Act, it also
provides a useful basis for determining
whether unregistered investment
advisers are small entities.

We solicit comment on the
certification. Commenters are asked to
describe the nature of any impact on
small entities and provide any empirical
data.

IX. Statutory Basis and Text of
Amendments

We are adopting amendments to rules
pursuant to sections 3(b), 10 and 23(a)
of the Exchange Act, as amended.

List of Subjects in 17 CFR Parts 240 and
249

Reporting and recordkeeping
requirements, Securities.

m In accordance with the foregoing, the
Securities and Exchange Commission is
amending Title 17, chapter II of the
Code of Federal Regulations as follows:

PART 240—GENERAL RULES AND
REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934

m 1. The authority citation for part 240
continues to read, in part, as follows:

Authority: 15 U.S.C. 77¢c, 77d, 77g, 77j,
77s,772-2,77z-3, 77eee, 77ggg, 77nnn,
77sss, 77ttt, 78¢, 78d, 78e, 78f, 78g, 781, 78j,
78j—1, 78k, 78k—1, 781, 78m, 78n, 780, 78p,
78q, 78s, 78u—>5, 78w, 78x, 781l, 78mm, 80a—
20, 80a—23, 80a—29, 80a—37, 80b—3, 80b—4,
80b—11, and 7201 et seq.; and 18 U.S.C. 1350,
unless otherwise noted.

* * * * *

m 2. Section 240.10a-3T is added to
read as follows:

§240.10a-3T Temporary Rule for reporting
short sales by institutional investment
managers.

(a)(1) For purposes of this section, the
terms ‘“‘investment discretion” and
“section 13(f) securities” shall have the
meanings set forth in § 240.13f-1(b) and
§ 240.13f-1(c), respectively.

(2) For purposes of this section, the
term “‘short sale’” shall have the
meaning set forth in § 242.200(a) of this
chapter, and, for purposes of Form SH
a “‘short position” is the aggregate gross
short sales of an issuer’s section 13(f)
securities (excluding options), less
purchases to close out a short sale in the
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same issuer. The Form SH short
position is not net of long position in
the issuer. If a person that has loaned a
security to another person sells the
security and a bona fide recall is
initiated within two business days after
trade date, the person that has loaned
the security is deemed to own the
security for purposes of Rule 200(g)(1)
and Rule 200(b) of Regulation SHO, and
such sale will not be treated as a short
sale.

(b)(1) Every institutional investment
manager that exercises investment
discretion with respect to accounts
holding section 13(f) securities that has
filed, or was required to file, a Form 13F
(§ 249.325 of this chapter) for the
calendar quarter, as required under
Section 13(f) of the Act (15 U.S.C.
78m(f)) and § 240.13f—1(a) thereunder,
shall file a report on Form SH
(§249.326T of this chapter) with the
Commission on the last business day of
each calendar week immediately
following a calendar week in which the
institutional investment manager has
effected a reportable short sale with
respect to a section 13(f) security that is
not an option.

(2) An institutional investment
manager is not required to file Form SH
to report short sales or short positions
of section 13(f) securities on Form SH
where:

(i) No short sales of a section 13(f)
security have been effected during the
reporting period to be covered by the
Form SH filing; or

(ii) On each calendar day during the
calendar week, the start of day short
position, the gross number of securities
sold short during the day and the end
of day short position each constitute
less than one-quarter of one percent of
that class of the issuer’s section 13(f)
securities issued and outstanding as
reported on the issuer’s most recent
annual, quarterly or current report filed
with the Commission pursuant to
section 13 of the Exchange Act, unless
the manager knows or has reason to
believe the information contained
therein is inaccurate, and the fair market
value of the start of day short position,
the gross number of securities sold short
during the day and the end of day short
position each are less than $10,000,000.

(3) Once a determination is made that
a Form SH filing is required, an
institutional investment manager is not
required to report short sales or short
positions of section 13(f) securities on
Form SH where:

(i) On any calendar day of the
calendar week, the start of day short
position, the gross number of securities
sold short during the day, or the end of
day short position in the section 13(f)

security constitutes less than one-
quarter of one percent of that class of
the issuer’s section 13(f) securities
issued and outstanding as reported on
the issuer’s most recent annual,
quarterly or current report filed with the
Commission pursuant to section 13 of
the Exchange Act, unless the manager
knows or has reason to believe the
information contained therein is
inaccurate, and the fair market value of
the start of day short position, the gross
number of securities sold short during
the day, or the end of day short position
is less than $10,000,000. The
institutional investment manager must
designate in the appropriate data
element its reliance on this exception
with respect to information otherwise
required to be reported; or

(ii) A broker-dealer seeks to execute a
customer order, either in whole or in
part, through a riskless principal
transaction, and a short sale results from
a sale order of a customer who is net
long the section 13(f) security, or a
purchase order of a section 13(f)
security.

(4) The Form SH shall be nonpublic
to the extent permitted by law.

(c) A report on Form SH shall identify
the date of the transaction, the
institutional investment manager by
EDGAR Central Index Key, the issuer
name and CUSIP for the relevant
securities and reflect the start of day
short position, the gross number of
securities sold short during the day, and
the end of day short position, on each
day of the calendar week in which short
sale trading activity occurred.

(d) This section will expire on August
1, 2009.

PART 249—FORMS, SECURITIES
EXCHANGE ACT OF 1934

m 3. The authority citation for Part 249
continues to read in part as follows:

Authority: 15 U.S.C. 78a et seq. and 7201
et seq.; and 18 U.S.C. 1350, unless otherwise
noted.

* * * *

m 4. Add § 249.326T and Temporary
Form SH to read as follows:

§249.326T Form SH, weekly report of
short sales and positions.

(a) This form shall be used by
institutional investment managers to file
weekly reports pursuant to § 240.10a—3T
of this chapter. A weekly report on this
form pursuant to § 240.10a—3T of this
chapter shall be filed on the last
business day of each calendar week
immediately following a calendar week
in which the institutional investment
manager effected a short sale and shall

be nonpublic to the extent permitted by
law.

(b) The temporary section will expire
on August 1, 2009.

Note: The text of Form SH does not, and

this amendment will not, appear in the Code
of Federal Regulations.

OMB APPROVAL

OMB Number: 3235-0646

Expires: April 30, 2009

Estimated average burden hours per re-
sponse: 20.0

UNITED STATES SECURITIES AND
EXCHANGE COMMISSION

Form SH

Weekly Report of Short Sales and Short
Positions

General Instructions

1. Rule as to Use of Temporary Form SH
(“Form SH”). Institutional investment
managers (‘“Managers”) that exercise
investment discretion with respect to
accounts holding section 13(f) securities, as
defined in rule 13f-1(c) under the Securities
Exchange Act of 1934 [15 U.S.C. 78m(f)]
(“Exchange Act”), who have filed or were
required to file a Form 13F for the previous
calendar quarter, must file a nonpublic report
on Form SH with the Commission to report
certain information about short sales and
short positions. The nonpublic Form SH
filing must be made on the last business day
of each calendar week immediately following
a Form SH reporting period (i.e., the
preceding Sunday-Saturday calendar week)
in which the Manager entered into any new
short positions with respect to any section
13(f) securities except for any short positions
for options (“SH Short Positions”). The
nonpublic Form SH will report SH Short
Positions for the Sunday-Saturday calendar
week that precedes the date on which the
Form SH is due to be filed.

2. Rules to Prevent Duplicative Reporting.
If two or more Managers that are required to
file a report on Form SH for the reporting
period exercise investment discretion with
respect to the same securities, only one such
Manager must include information in its
reports on Form SH. A Manager whose
information is reported on Form SH by
another Manager (or Managers), must identify
the Manager(s) reporting on its behalf.

3. Filing of Form SH. A Form SH report
that is filed by a Manager with the
Commission shall be nonpublic to the extent
permitted by law. A Manager must label its
Form SH as non-public by adding the phrase
NONPUBLIC (in bold and capital letters) at
the top and bottom of each page of the form
with the exception of the XML tagged data
file containing transaction data. A Manager
must file a Form SH report with the
Commission on the last business day of each
calendar week immediately following the
preceding calendar week period (Sunday—
Saturday) in which the Manager has entered
into any new SH Short Position(s) in
accordance with Rule 232.13 of Regulation
S-T [17 CFR 232.13]. The Form SH must be
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filed electronically using the Commission’s
EDGAR system.

4. Official List of Section 13(f) Securities.
The Official List of Section 13(f) Securities
published by the Commission (the “13F
List”) lists the securities the holdings of
which a Manager is to report on Form 13F.
See rule 13f-1(c) [17 CFR 240.13f-1(c)]. Form
SH filers may rely on the current 13F List in
determining whether they need to report on
Form SH information about any particular
equity security, excluding short positions for
options that are on the 13F List. The 13F List
is available on the SEC’s Web site, at http://
www.sec.gov/divisions/investment/
13flists.htm. Paper copies are available at a
reasonable fee from the Securities and
Exchange Commission, Public Reference
Room, 100 F Street, NE., Washington, DC
20549-1520.

Paperwork Reduction Act Information

The Office of Management and Budget has
approved this collection of information
pursuant to 44 U.S.C. 3507 and 5 CFR
1320.13. The OMB control number for this
collection of information is 3235-0646. An
agency may not conduct or sponsor, and a
person is not required to respond to, a
collection of information unless it displays a
currently valid control number. We estimate
that providing the requested information will
take, on average, approximately 20 hours.
Any member of the public may direct to the
Commission any comments concerning the
accuracy of this burden estimate and any

UNITED STATES

SECURITIES AND EXCHANGE
COMMISSION

WASHINGTON, DC 20549
TEMPORARY FORM SH

WEEKLY REPORT OF SHORT SALES AND
SHORT POSITIONS

Report for the Period Ended: [Month, Day,
Year]

Check here if Amendment [
Number:

]; Amendment

This Amendment (Check only one):
[ ]is arestatement.
[ ]adds new entries.

Institutional Investment Manager Filing
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SECURITIES AND EXCHANGE
COMMISSION

17 CFR Parts 241 and 242
[Release No. 34-58775; File No. S7-19-07]
RIN 3235-AJ57

Amendments to Regulation SHO

AGENCY: Securities and Exchange
Commission.

ACTION: Final rule.

SUMMARY: The Securities and Exchange
Commission (“Commission”) is
adopting amendments to Regulation
SHO under the Securities Exchange Act
of 1934 (“Exchange Act”). The
amendments are intended to further
reduce the number of persistent fails to
deliver in certain equity securities by
eliminating the options market maker
exception to the close-out requirement
of Regulation SHO. As a result of the
amendments, fails to deliver in
threshold securities that result from
hedging activities by options market
makers will no longer be excepted from
Regulation SHO’s close-out
requirement. The Commission is also
providing guidance regarding bona fide
market making activities for purposes of
the market maker exception to
Regulation SHO’s locate requirement.

DATES: Effective Date: October 17, 2008.

FOR FURTHER INFORMATION CONTACT:
James A. Brigagliano, Associate
Director, Josephine J. Tao, Assistant
Director, Victoria L. Crane, Branch
Chief, Joan M. Collopy, Special Counsel,
Christina M. Adams and Matthew
Sparkes, Staff Attorneys, Office of
Trading Practices and Processing,
Division of Trading and Markets, at
(202) 551-5720, at the Securities and
Exchange Commission, 100 F Street,
NE., Washington, DC 20549-6628.

SUPPLEMENTARY INFORMATION: The
Commission is amending Rule 203 of
Regulation SHO [17 CFR 242.203] under
the Exchange Act.

1. Introduction

To further Regulation SHO’s goal of
reducing fails to deliver in equity
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securities, the Commission is adopting
its proposal * to eliminate the options
market maker exception to the close-out
requirement of Regulation SHO.2 As
discussed in detail below, we believe
that eliminating the exception, and
thereby imposing additional delivery
requirements on securities with a
substantial amount of fails to deliver,
will help to protect and enhance the
operation, integrity, and stability of the
markets, as well as reduce potential
short selling abuses.

II. Background

A. Regulation SHO

Regulation SHO, which became fully
effective on January 3, 2005, sets forth
the regulatory framework governing
short sales.? Among other things,
Regulation SHO imposes a close-out
requirement to address failures to
deliver stock on trade settlement date ¢
and to target potentially abusive
“naked” short selling ® in certain equity

1 See Exchange Act Release No. 56213 (Aug. 7,
2007), 72 FR 45558 (Aug. 14, 2007) (“Reproposal”’);
see also Exchange Act Release No. 54154 (July 14,
2006), 71 FR 41710 (July 21, 2006) (‘2006
Regulation SHO Proposed Amendments”);
Exchange Act Release No. 58107 (July 7, 2008), 73
FR 40201 (July 14, 2008) (“2008 Regulation SHO
Re-Opening Release”).

217 CFR 242.200; see also Securities Exchange
Act Release No. 50103 (July 28, 2004), 69 FR 48008
(Aug. 6, 2004) (2004 Regulation SHO Adopting
Release”).

3Rule 200(a) of Regulation SHO defines a short
sale as “‘any sale of a security which the seller does
not own or any sale which is consummated by the
delivery of a security borrowed by, or for the
account of, the seller.” 17 CFR 242.200(a).

4 Generally, investors complete or settle their
security transactions within three business days.
This settlement cycle is known as T+3 (or “trade
date plus three days”). T+3 means that when a trade
occurs, the participants to the trade deliver and pay
for the security at a clearing agency three business
days after the trade is executed. The three-day
settlement period applies to most security
transactions, including stocks, bonds, municipal
securities, mutual funds traded through a brokerage
firm, and limited partnership interests that trade on
an exchange. Government securities and stock
options settle on the next business day following
the trade. In addition, Rule 15c6—1 prohibits broker-
dealers from effecting or entering into a contract for
the purchase or sale of a security that provides for
payment of funds and delivery of securities later
than the third business day after the date of the
contract unless otherwise expressly agreed to by the
parties at the time of the transaction. 17 CFR
240.15¢6-1; Exchange Act Release No. 33023 (Oct.
7,1993), 58 FR 52891 (Oct. 13, 1993). However,
failure to deliver securities on T+3 does not violate
Rule 15c6-1.

5We have previously noted that abusive “naked”
short selling, while not defined in the federal
securities laws generally refers to selling short
without having stock available for delivery and
intentionally failing to deliver stock within the
standard three day settlement cycle. See 2004
Regulation SHO Adopting Release, 69 FR at 48009,
n.10; Exchange Act Release No. 56212 (Aug. 7,
2007), 72 FR at 45544, n.3 (Aug. 14, 2007) (2007
Regulation SHO Final Amendments”); Exchange
Act Release No. 57511 (March 17, 2008), 73 FR

securities.® While the majority of trades
settle on time,” Regulation SHO is
intended to address those situations
where the level of fails to deliver for the
particular stock is so substantial that it
might impact the market for that
security.®

Although high fails levels exist only
for a small percentage of issuers,® we
believe that all sellers of securities
should promptly deliver, or arrange for
delivery of, securities to the respective
buyer, and that all buyers of securities
have a right to expect prompt delivery
of securities purchased. In addition, as
we have stated on several prior
occasions, we are concerned about the
negative effect that fails to deliver may
have on the markets and shareholders.10

15376 (March 21, 2008) (“Naked Short Selling Anti-
Fraud Rule Proposing Release”).

6In 2003, the Commission settled a case against
certain parties relating to allegations of
manipulative short selling in the stock of Sedona
Corporation. The Commission alleged that the
defendants profited from engaging in massive
“naked’” short selling that flooded the market with
Sedona stock, and depressed its price. See Rhino
Advisors, Inc. and Thomas Badian, Lit. Rel. No.
18003 (Feb. 27, 2003); see also, SEC v. Rhino
Advisors, Inc. and Thomas Badian, Civ. Action No.
03 civ 1310 (RO) (S.D.N.Y); see also, Securities
Exchange Act Release No. 48709 (Oct. 28, 2003), 68
FR 62972, 62975 (Nov. 6, 2003) (“2003 Regulation
SHO Proposing Release”) (describing the alleged
activity in the case involving stock of Sedona
Corporation); 2004 Regulation SHO Adopting
Release, 69 FR at 48016, n.76.

7 According to the National Securities Clearing
Corporation (“NSCC”), 99% (by dollar value) of all
trades settle on time. Thus, on an average day,
approximately 1% (by dollar value) of all trades,
including equity, debt, and municipal securities fail
to settle. The vast majority of these fails are closed
out within five days after T+3.

8 These fails to deliver may arise from either short
or long sales of securities. There may be legitimate
reasons for a fail to deliver. For example, human
or mechanical errors or processing delays can result
from transferring securities in custodial or other
form rather than book-entry form, thereby causing
a fail to deliver on a long sale within the normal
three-day settlement period. In addition, broker-
dealers that make markets in a security (‘“market
makers”) and who sell short thinly-traded, illiquid
stock in response to customer demand may
encounter difficulty in obtaining securities when
the time for delivery arrives. The Commission’s
Office of Economic Analysis (“OEA”) estimates
that, on an average day between May 1, 2007 and
July 31, 2008 (i.e., the time period that includes all
full months after the Commission started receiving
price data from NSCC), trades in “threshold
securities,” as defined in Rule 203(b)(c)(6) of
Regulation SHO, that fail to settle within T+3
account for approximately 0.3% of dollar value of
trading in all equity securities.

9The average daily number of securities on a
threshold list (as defined infra note 22) in July 2008
was approximately 523 securities, which comprised
0.6% of all equity securities, including those that
are not covered by Regulation SHO. Regulation
SHO'’s close-out requirement applies to any equity
security of an issuer that is registered under Section
12 of the Exchange Act, or that is required to file
reports pursuant to Section 15(d) of the Exchange
Act.

10 See 2007 Regulation SHO Final Amendments,
72 FR at 45544; 2006 Regulation SHO Proposed

For example, fails to deliver may
deprive shareholders of the benefits of
ownership, such as voting and
lending.1? In addition, where a seller of
securities fails to deliver securities on
settlement date, in effect the seller
unilaterally converts a securities
contract (which is expected to settle
within the standard three-day
settlement period) into an undated
futures-type contract, to which the
buyer might not have agreed, or that
might have been priced differently.12

Moreover, sellers that fail to deliver
securities on settlement date may enjoy
fewer restrictions than if they were
required to deliver the securities in a
timely manner, and such sellers may
attempt to use this additional freedom
to engage in trading activities that are
designed to improperly depress the
price of a security.?® In addition, by not
borrowing securities and, therefore, not
making delivery within the standard
three-day settlement period, the seller
avoids the costs of borrowing.

In addition, issuers and investors
have repeatedly expressed concerns
about fails to deliver in connection with
manipulative ‘“naked” short selling. For
example, in response to proposed
amendments to Regulation SHO in
2006 14 designed to further reduce the
number of persistent fails to deliver in
certain equity securities by eliminating
Regulation SHO’s “‘grandfather”
provision, and limiting the duration of
the rule’s options market maker
exception, the Commission received a
number of comments that expressed
concerns about ‘“naked” short selling
and extended delivery failures.15
Commenters continued to express these
concerns in response to the
Reproposal.16

Amendments, 71 FR at 41712; Reproposal, 72 FR
at 45558-45559; “Naked” Short Selling Anti-Fraud
Rule Proposing Release, 73 FR at 15378.

11 See id.

12 See id.

13 See Reproposal, 72 FR at 45559.

14 See 2006 Regulation SHO Proposed
Amendments, supra note 1.

15 See, e.g., letter from Patrick M. Byrne,
Chairman and Chief Executive Officer,
Overstock.com, Inc., dated Sept. 11, 2006; letter
from Daniel Behrendt, Chief Financial Officer, and
Douglas Klint, General Counsel, TASER
International, dated Sept. 18, 2006; letter from John
Royce, dated April 30, 2007; letter from Michael
Read, dated April 29, 2007; letter from Robert
DeVivo, dated April 26, 2007 (“DeVivo”); letter
from Ahmed Akhtar, dated April 26, 2007.

16 See, e.g., letter from Jack M. Wedam, dated Oct.
16, 2007; letter from Michael J. Ryan, Executive
Director and Senior Vice President, Center for
Capital Markets Competitiveness, U.S. Chamber of
Commerce, dated Sept. 13, 2007 (“U.S. Chamber of
Commerce”); letter from Robert W. Raybould, CEO
Enteleke Capital Corp., dated Sept. 12, 2007
(“Raybould”); letter from Mary Helburn, Executive

Continued
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To the extent that fails to deliver
might be part of manipulative “naked”
short selling, which could be used as a
tool to drive down a company’s stock
price,? such fails to deliver may
undermine the confidence of
investors.1® These investors, in turn,
may be reluctant to commit capital to an
issuer they believe to be subject to such
manipulative conduct.? In addition,
issuers may believe that they have
suffered unwarranted reputational
damage due to investors’ negative
perceptions regarding fails to deliver in
the issuer’s security.2? Unwarranted

Director, National Coalition Against Naked
Shorting, dated Sept. 11, 2007 (“NCANS”).

17 See supra, note 6 (discussing a case in which
we alleged that the defendants profited from
engaging in massive ‘naked” short selling that
flooded the market with the company’s stock, and
depressed its price); see also S.E.C. v. Gardiner, 48
S.E.C. Docket 811, No. 91 Civ. 2091 (S.D.N.Y.
March 27, 1991) (alleged manipulation by sales
representative by directing or inducing customers to
sell stock short in order to depress its price); U.S.

v. Russo, 74 F.3d 1383, 1392 (2d Cir. 1996) (short
sales were sufficiently connected to the
manipulation scheme as to constitute a violation of
Exchange Act Section 10(b) and Rule 10b-5).

181n response to the Reproposal, we received
comment letters discussing the impact of fails to
deliver on investor confidence. See, e.g., letter from
NCANS. Commenters expressed similar concerns in
response to the 2006 Regulation SHO Proposed
Amendments. See, e.g., letter from Mary Helburn,
Executive Director, National Coalition Against
Naked Shorting, dated Sept. 30, 2006 (“NCANS
2006"); letter from Richard Blumenthal, Attorney
General, State of Connecticut, dated Sept. 19, 2006
(“Blumenthal”).

191n response to the Reproposal, we received
comment letters expressing concern about the
impact of potential ‘“naked” short selling on capital
formation, claiming that “naked” short selling
causes a drop in an issuer’s stock price and may
limit the issuer’s ability to access the capital
markets. See, e.g., letter from Robert K. Lifton,
Chairman and CEO, Medis Technologies, Inc., dated
Sept. 12, 2007 (“Medis”); letter from NCANS.
Commenters expressed similar concerns in
response to the 2006 Regulation SHO Proposed
Amendments. See, e.g., letter from Congressman
Tom Feeney—Florida, U.S. House of
Representatives, dated Sept. 25, 2006 (‘“Feeney”);
see also letter from Zix Corporation, dated Sept. 19,
2006 (“Zix”) (stating that “[m]any investors
attribute the Company’s frequent re-appearances on
the Regulation SHO list to manipulative short
selling and frequently demand that the Company
“do something” about the perceived manipulative
short selling. This perception that manipulative
short selling of the Company’s securities is
continually occurring has undermined the
confidence of many of the Company’s investors in
the integrity of the market for the Company’s
securities.”).

20 Due in part to such concerns, some issuers have
taken actions to attempt to make transfer of their
securities “‘custody only,” thus preventing transfer
of their stock to or from securities intermediaries
such as the Depository Trust Company (“DTC”) or
broker-dealers. See Exchange Act Release No. 48709
(Oct. 28, 2003), 68 FR 62972, at 62975 (Nov. 6,
2003). Some issuers have attempted to withdraw
their issued securities on deposit at DTC, which
makes the securities ineligible for book-entry
transfer at a securities depository. See id.
Withdrawing securities from DTC or requiring
custody-only transfers would undermine the goal of

reputational damage caused by fails to
deliver might have an adverse impact on
the security’s price.2?

B. Amendments to Regulation SHO'’s
Close-Out Requirement

Regulation SHO’s close-out
requirement, which is contained in Rule
203(b)(3) of Regulation SHO, applies
only to securities in which a substantial
amount of fails to deliver have occurred
(also known as “threshold
securities”).22 Specifically, the close-out
requirement requires a participant of a
clearing agency registered with the
Commission 23 to take immediate action

a national clearance and settlement system that is
designed to reduce the physical movement of
certificates in the trading markets. See id. We note,
however, that in 2003 the Commission approved a
DTC rule change clarifying that its rules provide
that only its participants may withdraw securities
from their accounts at DTC, and establishing a
procedure to process issuer withdrawal requests.
See Securities Exchange Act Release No. 47978
(June 4, 2003), 68 FR 35037 (June 11, 2003).

21 See 2006 Regulation SHO Proposed
Amendments, 71 FR at 41712; 2007 Regulation SHO
Final Amendments, 72 FR at 45544; Reproposal, 72
FR at 45558—-45559; “Naked” Short Selling Anti-
Fraud Rule Proposing Release, 73 FR at 15378
(providing additional discussion of the impact of
fails to deliver on the market); see also 2003
Regulation SHO Proposing Release, 68 FR at 62975
(discussing the impact of “naked” short selling on
the market).

22 A threshold security is defined in Rule
203(c)(6) as any equity security of an issuer that is
registered pursuant to section 12 of the Exchange
Act (15 U.S.C. 78]) or for which the issuer is
required to file reports pursuant to section 15(d) of
the Exchange Act (15 U.S.C. 780(d)): (i) For which
there is an aggregate fail to deliver position for five
consecutive settlement days at a registered clearing
agency of 10,000 shares or more, and that is equal
to at least 0.5% of the issue’s total shares
outstanding; and (ii) that is included on a list
(“threshold securities list”’) disseminated to its
members by a self-regulatory organization (“SRO”).
See 17 CFR 242.203(c)(6). Currently, each SRO
provides the threshold securities list for those
securities for which the SRO is the primary market.

23 For purposes of Regulation SHO, the term
“participant” has the same meaning as in section
3(a)(24) of the Exchange Act. See 15 U.S.C.
78c(a)(24). The term “registered clearing agency”’
means a clearing agency, as defined in section
3(a)(23) of the Exchange Act, that is registered as
such pursuant to section 17A of the Exchange Act.
See 15 U.S.C. 78c(a)(23)(A), 78q—1 and 15 U.S.C.
78q—1(b), respectively. See also 2004 Regulation
SHO Adopting Release, 69 FR at 48031. As of July
31, 2008 approximately 91% of participants of the
NSCC, the primary registered clearing agency
responsible for clearing U.S. transactions, were
registered as broker-dealers. Those participants not
registered as broker-dealers include such entities as
banks, U.S.-registered exchanges, and clearing
agencies. Although these entities are participants of
a registered clearing agency, generally these entities
do not engage in the types of activities that would
implicate the close-out requirements of Regulation
SHO. Such activities of these entities include
creating and redeeming Exchange Traded Funds,
trading in municipal securities, and using NSCC’s
Envelope Settlement Service or Inter-city Envelope
Settlement Service. These activities rarely lead to
fails to deliver and, if fails to deliver do occur, they
are small in number and are usually closed out
within a day. Thus, such fails to deliver would not
trigger the close-out provisions of Regulation SHO.

to close out a fail to deliver position in
a threshold security in the Continuous
Net Settlement (“CNS”) 24 system that
has persisted for 13 consecutive
settlement days by purchasing securities
of like kind and quantity.25 In addition,
if the failure to deliver has persisted for
13 consecutive settlement days, Rule
203(b)(3)(iv) prohibits the participant,
and any broker-dealer for which it clears
transactions, including market makers,
from accepting any short sale orders or
effecting further short sales in the
particular threshold security without
borrowing, or entering into a bona-fide
arrangement to borrow, the security
until the participant closes out the fail
to deliver position by purchasing
securities of like kind and quantity.26
As adopted in August 2004, Rule
203(b)(3) of Regulation SHO included
two exceptions to the mandatory close-
out requirement. The first was the
“grandfather”” provision, which
excepted fails to deliver established
prior to a security becoming a threshold
security.2” The second was the “options

24 The majority of equity trades in the United
States are cleared and settled through systems
administered by clearing agencies registered with
the Commission. The NSCC clears and settles the
majority of equity securities trades conducted on
the exchanges and over the counter. NSCC clears
and settles trades through the CNS system, which
nets the securities delivery and payment obligations
of all of its members. NSCC notifies its members of
their securities delivery and payment obligations
daily. In addition, NSCC guarantees the completion
of all transactions and interposes itself as the
contraparty to both sides of the transaction. While
NSCC’s rules do not authorize it to require member
firms to close out or otherwise resolve fails to
deliver, NSCC reports to the SROs those securities
with fails to deliver of 10,000 shares or more. The
SROs use NSCC fails data to determine which
securities are threshold securities for purposes of
Regulation SHO.

2517 CFR 242.203(b)(3).

26 Id. at (b)(3)(iv). It is possible under Regulation
SHO that a close out by a participant of a registered
clearing agency may result in a fail to deliver
position at another participant if the counterparty
from which the participant purchases securities
fails to deliver. However, Regulation SHO prohibits
a participant of a registered clearing agency, or a
broker-dealer for which it clears transactions, from
engaging in “sham close outs” by entering into an
arrangement with a counterparty to purchase
securities for purposes of closing out a fail to
deliver position and the purchaser knows or has
reason to know that the counterparty will not
deliver the securities, and which thus creates
another fail to deliver position. See id. at (b)(3)(vii);
2004 Regulation SHO Adopting Release, 69 FR at
48018 n.96. In addition, we note that borrowing
securities, or otherwise entering into an
arrangement with another person to create the
appearance of a purchase would not satisfy the
close-out requirement of Regulation SHO. For
example, the purchase of paired positions of stock
and options that are designed to create the
appearance of a bona fide purchase of securities but
that are nothing more than a temporary stock
lending arrangement would not satisfy Regulation
SHO’s close-out requirement.

27 See 2004 Regulation SHO Adopting Release, 69
FR at 48031. The “grandfathered” status applied in
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market maker exception,” which
excepted any fail to deliver in a
threshold security resulting from short
sales effected by a registered options
market maker to establish or maintain a
hedge on options positions that were
created before the underlying security
became a threshold security.28

At the time of Regulation SHO’s
adoption, the Commission stated that it
would monitor the operation of
Regulation SHO to determine whether
grandfathered fail to deliver positions
were being cleared up under the
existing delivery and settlement
guidelines or whether any further
regulatory action with respect to the
close out provisions of Regulation SHO
was warranted.2® In addition, with
respect to the options market maker
exception, the Commission noted that it
would take into consideration any
indications that this provision was
operating significantly differently from
the Commission’s original
expectations.30

Based, in part, on the results of
examinations conducted by the
Commission’s staff and the SROs since
Regulation SHO’s adoption, as well as
the persistence of certain securities on
threshold securities lists, on July 14,
2006, the Commission proposed
amendments to Regulation SHO,31
which were intended to reduce the
number of persistent fails to deliver in
certain equity securities by eliminating
the “grandfather” provision and
narrowing the options market maker
exception contained in that rule. In
addition, in March 2007, the
Commission re-opened the comment
period to the 2006 Regulation SHO
Proposed Amendments for thirty days to
provide the public with an opportunity
to comment on a summary of the
National Association of Securities
Dealers, Inc.’s (“NASD’s”) (n/k/a
Financial Industry Regulatory
Authority, Inc.) analysis that the NASD
had submitted to the public file on
March 12, 2007. In addition, the notice
regarding the re-opening of the
comment period directed the public’s
attention to summaries of data collected
by the Commission’s Office of
Compliance Inspections and

two situations: (i) To fail to deliver positions
occurring before January 3, 2005, Regulation SHO’s
effective date; and (ii) to fail to deliver positions
that were established on or after January 3, 2005 but
prior to the security appearing on a threshold
securities list.

28 See 2004 Regulation SHO Adopting Release, 69
FR at 48031.

29 See id. at 48018.

30 See id. at 48019.

31 See 2006 Regulation SHO Proposed
Amendments, 71 FR 41710.

Examinations and the New York Stock
Exchange LLC (“NYSE”).32

On June 13, 2007, we approved the
adoption of the amendment, as
proposed, to eliminate the
“grandfather” provision of Regulation
SHO.33 With respect to the options
market maker exception, however, in
response to comments to the 2006
Regulation SHO Proposed Amendments,
we reproposed amendments to
eliminate the exception.34 In addition,
the Commission sought comment on
two alternative proposals that would
require options market maker fails to
deliver to be closed out within specific
time-frames.3% The Reproposal also
included an amendment to Regulation
SHO that would require brokers-dealers
marking a sale as “long” to document
the present location of the securities
being sold.

We received over 1,000 comment
letters in response to the Reproposal.36
Some commenters urged the
Commission to obtain empirical data to
demonstrate the relationship between
fails to deliver and the options market
maker exception before determining
whether additional rulemaking was
necessary.37 In particular, commenters
urged the Commission to obtain data
relating to the impact of the elimination
of the “grandfather” provision and
connecting fails to deliver to the options
market maker exception.38 In response,
the Commission staff obtained data from
SROs, options market makers, and
clearing agency participants that shows
extensive use of the options market
maker exception to Regulation SHO’s
close-out requirement and the resulting
fails to deliver that were not closed out
during 2006, 2007, and 2008. In
addition, OEA provided data which
indicates that since the elimination of
the “grandfather” provision, fails to
deliver in threshold securities with
options traded on them (“optionable
threshold securities”’) have increased
significantly. The Commission made
this data available to the public for

32 See Securities Exchange Act Release No. 55520

(March 26, 2007), 72 FR 15079 (March 30, 2007)
(“2007 Regulation SHO Re-Opening Release”).

33 See 2007 Regulation SHO Final Amendments,
72 FR 45544.

34 See Reproposal, 72 FR 45558.

35 See id.

36 The comment letters are available on the
Commission’s Internet Web Site at http://
www.sec.gov/comments/s7-19-07/s71907.shtml.

37 See, e.g., Comments of Keith F. Higgins,
Committee on Federal Regulation of Securities,
American Bar Association, Section of Business Law,
dated Oct. 5, 2007 (“ABA”); comments of John
Gilmartin and Ben Londergan, Group One Trading,
LP, dated Sept. 28, 2007; see also comments of
Gerald D. O’Connell, Susquehanna Investment
Group, dated Oct. 11, 2007 (“‘Susquehanna”).

38 See letter from ABA.

review and comment by including it in
a Commission release and re-opening
the comment period to the Reproposal
on July 7, 2008.3° The comment period
ended on August 13, 2008.

As discussed below, after considering
the comments received, the data, and
the purposes underlying Regulation
SHO, we are adopting amendments to
eliminate the options market maker
exception, as proposed.4© At this time,
we are not acting on the proposed
amendments to Rule 200(g) of
Regulation SHO regarding long sale
documentation. Instead, in a companion
release we have adopted a “naked”
short selling anti-fraud rule that, in part,
targets sellers’ representations regarding
long sales.#! In addition, we note that
we have adopted an interim final
temporary rule, Rule 204T, which
strengthens the delivery requirements
for sales of all equity securities.#2 Under
temporary Rule 204T, fail to deliver
positions resulting from short sales of
all equity securities by options market
makers must be closed out by no later
than the beginning of regular trading
hours on the settlement day after the fail
to deliver position occurs.*3 In
conjunction with these short sale-
related initiatives, and our goal of
further reducing fails to deliver and

39 See 2008 Regulation SHO Re-Opening Release,
73 FR 40201.

40 On September 17, 2008, we issued an
emergency order pursuant to Section 12(k)(2) of the
Exchange Act in which we adopted and made
immediately effective the elimination of the options
market maker exception to Regulation SHO’s close-
out requirement. See Exchange Act Release No.
58572 (Sept. 17, 2008) (the “September Emergency
Order”). The September Emergency Order expires
on October 17, 2008. This release makes permanent
the amendments to Rule 203(b)(3) of Regulation
SHO contained in the September Emergency Order.

41 See Exchange Act Release No. 58774 (Oct. 14,
2008); see also, September Emergency Order, supra
note 40 (adopting and making immediately effective
Rule 10b-21, a “‘naked” short selling anti-fraud
rule).

42 See Exchange Act Release No. 58773 (Oct. 14,
2008) (“Interim Final Temporary Rule”’); see also,
September Emergency Order, supra note 40 (adding
to Regulation SHO, and making immediately
effective, temporary Rule 204T, imposing enhanced
delivery requirements for sales of all equity
securities).

43 See id. The Interim Final Temporary Rule
includes a limited exception from its delivery
requirements for registered market makers, options
market makers, or other market makers obligated to
quote in the over-the-counter market. Specifically,
temporary Rule 204T(a)(3) provides that if a
participant of a registered clearing agency has a fail
to deliver position at a registered clearing agency
in any equity security that is attributable to bona
fide market making activities by a registered market
maker, options market maker, or other market
maker obligated to quote in the over-the-counter
market, the participant shall, by no later than the
beginning of regular trading hours on the third
consecutive settlement day following the settlement
date, immediately close out the fail to deliver
position by purchasing securities of like kind and
quantity.
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addressing potentially abusive “naked”
short selling, we believe that we must
eliminate Regulation SHO’s options
market maker exception.

III. Options Market Maker Exception

A. Discussion of Comments to the
Reproposal and 2008 Regulation SHO
Re-Opening Release

The Commission received comment
letters from numerous entities,
including issuers, individual retail
investors, options market makers, SROs,
elected officials, and academics.*4
Although the comment letters are
publicly available to be read in their
entirety, we highlight below some of the
main issues, concerns, and suggestions
raised in the letters.

Several commenters supported the
proposal to eliminate the options market
maker exception. One commenter stated
that it believes that the current options
market maker exception “harms
investors and issuers, hinders the
formation of capital, and is fatally
flawed as written”” and that it should be
eliminated.4> Another commenter stated
that the options market maker exception
“is a well known tool of manipulators
and must be removed to ensure a level
playing field for public companies and
their shareholders.” 46 One commenter
that supported the amendments noted
that “options market makers should
factor the cost of borrowing stock and
selling short into the price of the put

44 See, e.g., letter from Patrick M. Byrne,
Chairman and Chief Executive Officer,
Overstock.com, Inc., dated Oct. 1, 2007
(“Overstock™); letter from NCANS; letter from James
H. Bramble, Vice President & General Counsel,
USANA Health Sciences, Inc., dated Aug. 31, 2007
(“USANA”); letter from Paul Rivett, Vice President
and Chief Legal Officer, Fairfax Financial Holdings,
Ltd., dated Sept. 12, 2007 (“Fairfax Financial”’);
letter from Medis; letter from U.S. Chamber of
Commerce; letter from Thomas Vallarino, dated
Sept. 17, 2007; letter from Mark L. Shurtleff,
Attorney General, State of Utah, dated Sept. 13,
2007; James J. Angel, Ph.D., CFA, Associate
Professor of Finance, Georgetown University, dated
Sept. 10, 2007 (““‘Angel”); letter from Ira D.
Hammerman, Senior Vice President and General
Counsel, SIFMA, dated Sept. 26, 2007 (“SIFMA”);
letter from ABA; letter from Edward J. Joyce,
President and Chief Operating Officer, Chicago
Board Options Exchange, dated Sept. 17, 2007
(“CBOE”); letter from Gerard S. Citera, Chadbourne
& Parke LLP, dated Sept. 13, 2007 (“UBS”); letter
from Charles Mogilevsky, Managing Director,
Citigroup Derivatives Markets, Inc., dated Sept. 14,
2007 (“Citigroup”); letter from The American Stock
Exchange, Boston Options Exchange, CBOE,
International Securities Exchange, NYSE/Arca, The
Options Clearing Corporation, Philadelphia Stock
Exchange, dated Sept. 19, 2007 (“‘Options
Exchanges”); letter from Susquehanna.

45 See letter from NCANS.

46 See letter from USANA; see also letter from
Fairfax Financial (stating that the exception should
be eliminated due to its “detrimental impact on
issuers and their shareholders and also because
such exception is susceptible to significant abuse”).

options being sold.” 47 Commenters also
stated that 13 consecutive settlement
days was more than sufficient to close
out a fail to deliver relating to an
options position.48

Commenters who opposed the
proposed amendments generally
criticized the impact of elimination on
options market making risk, quote
depths, spread widths, and market
liquidity in threshold securities and
securities that might become threshold
securities. Among other things, they
stated that the options market maker
exception is integral to the options
market maker’s ability to make markets
and manage risk and that, without the
exception, making continuous markets
would be very difficult, particularly in
longer-dated options.49 One commenter
suggested that “withdrawing or greatly
reducing the exception would cause
varying losses of liquidity in over 20%
of listed options and their underlying
stocks.” 50 Another commenter stated
that ““[i]f the exception is eliminated or
narrowed in the manner proposed, [it]
anticipates [options market makers]
would be reluctant or even unable to
effectively make markets on securities if
they cannot be certain of their ability to
establish and maintain an effective
hedge and manage their risk through
selling stock.”” 51 Another commented
that “[t]he uncertainty, time, processing
and expense necessary to pre-borrow
when effecting a short sale, as well as
the uncertainty and expense caused by
a close out of a hedge, will by its nature
adversely affect the [options market
makers’] pricing of the option.” 52

Some commenters who opposed
elimination of the exception argued that
options market makers, unlike equity
market makers, should have an
exception to Regulation SHO’s close-out
requirement because there are distinct
differences between options market
making and market making in the
underlying stock. For example, one
commenter stated that the risk to an
options market maker of trading options
on a threshold security is higher than
that of a stock specialist because in the
equity markets there is often a natural
flow of buyers and sellers to trade
against each other without the stock
specialist having to take a position.>3
According to the commenter, options
market makers routinely have to take

47 See letter from Fairfax Financial.

48 See, e.g., letter from U.S. Chamber of
Commerce.

49 See letter from CBOE.

50 See letter from Susquehanna.

51 See id; see also letter from Options Exchanges;
Citigroup.

52 See letter from Citigroup.

53 See letter from CBOE.

the other side of customer trades in the
options transaction and must hedge the
residual risk. This commenter also
noted that when an options market
maker must close out a fail to deliver
position, it may have to worry about the
risk and exposure for the options
positions that were previously offset by
the stock position.

Other commenters stated that equity
market makers “can freely hedge an
equity position in a threshold security
with a short options position, but, if the
options market maker exception is
eliminated, options market makers
would face restrictions in their ability to
hedge options positions with the
underlying equity.” 3¢ These
commenters stated that the ability to
keep open a fail to deliver position is
particularly important with longer-term
options positions where the options
market maker must maintain the hedge
for extended periods of time.55 In such
circumstances, these commenters stated
that often the only available and/or
economically feasible hedge is the
underlying security.

Some commenters also stated that the
one-time 35 consecutive settlement day
phase-in period was “particularly
troubling because it would not be
sufficient to account for pre-existing
options positions that were assumed in
reliance on the [options market maker
exception].” 56 In particular, these
commenters expressed concerns about
increased costs and risks associated
with having to close out previously-
exempted fails to deliver relating to the
hedging of longer-term options
positions, such as Long-term Equity
Anticipation Securities (“LEAPS”’),57
that were not anticipated at the time the
options positions were originally
taken.58

Some commenters also opposed the
proposed alternatives. For example, one
commenter stated that the ““35-day
window afforded options market makers
to fail would simply create
opportunities for sophisticated market
participants to employ complex
derivative strategies to roll failed
positions from one period to the
next.” 59 Other commenters preferred
the proposed 35 day close out

54 See letter from Options Exchanges.

55 See, e.g., letter from Citigroup.

56 See letter from CBOE; see also letter from
Options Exchanges.

57 LEAPS are long-term stock or index options.
LEAPS, like all options, are available in two types,
calls and puts, with expiration dates up to three
years in the future. See http://www.cboe.com/
LearnCenter/glossary_g-l.aspx#L (defining LEAPS).

58 See, e.g., letter from CBOE; Options Exchanges;
Citigroup.

59 See letter from Overstock.
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alternative to elimination of the options
market maker exception.® Some
commenters, however, requested that
the Commission extend the proposed
alternative 35 day close-out requirement
to 42 days ©1 or even 45 days,%2 to allow
for 2 options expirations before a fail to
deliver position must be closed out.

We also received a number of
comment letters in response to the 2008
Regulation SHO Re-Opening Release,
most of which urged the Commission to
take action on the proposed
amendments to eliminate the options
market maker exception.®3 In contrast,
one commenter noted that it does not
believe that there is evidence of a
significant problem with extended fails
to deliver or, if such a problem exists,
evidence that it is attributable to the
options market maker exception.64 In
addition, this commenter stated that it
believes “[t]he perceived benefits of
modifying the exception * * * would
not outweigh the costs associated and
burden placed on OMMs and options
market they support.” 65

As discussed in detail below,
although we recognize commenters’
concerns that elimination of the options
market maker exception may place costs
and burdens on options market makers,
we believe that such potential effects are
justified by the benefits that are
expected to result from requiring that all
fails to deliver in threshold securities be
closed out within specific time-frames
rather than being allowed to continue
indefinitely.

B. Discussion of Amendments

After careful consideration of the
comments, we are adopting
amendments to eliminate the options
market maker exception to Regulation
SHO'’s close-out requirement.
Specifically, as a result of the
amendments, all fails to deliver in a
threshold security resulting from short
sales by a registered options market
maker effected to establish or maintain
a hedge on options positions established
before the security became a threshold
security will, like all other fails to
deliver in threshold securities, have to
be closed out in accordance with the

60 See, e.g., letter from CBOE; Options Exchanges;
UBS.

61 See, e.g., letter from CBOE; Options Exchanges.

62 See letter from Susquehanna.

63 Comment letters are available on the
Commission’s Internet Web site at http://
www.sec.gov/comments/s7-19-07/s71907.shtml.

64 See letter from Edward J. Joyce, President and
Chief Operating Officer, Chicago Board Options
Exchange, dated Aug. 15, 2008 (“CBOE 2008”).

65 See id.

close-out requirements of Regulation
SHO.66

The amendments include a one-time
35 consecutive settlement day phase-in
period, as proposed.6” Under this
provision of the amendments, any
previously excepted fail to deliver
position in a threshold security on the
effective date of the amendments,
including any adjustments to that fail to
deliver position, must be closed out
within 35 consecutive settlement days
of the effective date of the
amendments.68 We chose 35 settlement
days because 35 days was used in
Regulation SHO as adopted in August
2004, and in Regulation SHO, as
amended.59

In the September Emergency Order,
we adopted and made immediately
effective the elimination of the options
market maker exception to Regulation
SHO'’s close-out requirement.”® Thus, if
there was a fail to deliver position at a
registered clearing agency in a security
that was a threshold security on the
effective date of the September
Emergency Order, participants of a
registered clearing agency had to close
out that position within 35 consecutive
settlement days, regardless of whether
the security became a non-threshold
security after the effective date of the
September Emergency Order. Because
this release makes the elimination of the
options market maker exception as set
forth in the September Emergency Order
permanent, and because the
amendments contained in this release
are effective on the expiration date of
the September Emergency Order (i.e.,
October 17, 2008), any fails to deliver in
threshold securities that were being
closed out pursuant to the 35
consecutive settlement day phase-in
period as set forth in the September

66 Accordingly, the amendments remove the

options market maker exception from Rule
203(b)(3)(iii) of Regulation SHO, as adopted. We
note that we have adopted on an interim final
temporary basis, temporary Rule 204T that
strengthens the delivery requirements of Regulation
SHO for sales of all equity securities such that fails
to deliver must be closed out by no later than the
beginning of regular trading hours on the settlement
day following the day the participant incurred the
fail to deliver position. The temporary rule has a
limited exception from this close-out requirement
for options market makers. See Interim Final
Temporary Rule, supra at notes 42 and 43.

67 See Adopted Rule 203(b)(3)(iii).

68f the security is a threshold security on the
effective date of the amendments, participants of a
registered clearing agency will have to close out

that position within 35 consecutive settlement days,

regardless of whether the security becomes a non-
threshold security after the effective date of the
amendments.

69 See 2004 Regulation SHO Adopting Release, 69
FR at 48031; 2007 Regulation SHO Final
Amendments, 72 FR at 45557.

70 See supra note 40.

Emergency Order will not receive an
additional 35 consecutive settlement
days from October 17, 2008 in which to
be closed out. Instead, the 35
consecutive settlement days will
continue to run from the effective date
of the September Emergency Order. Any
fails to deliver in securities that became
threshold securities after the effective
date of the September Emergency Order
and that are still threshold securities on
the effective date of these amendments,
must be closed out in accordance with
the current close-out requirements of
Regulation SHO, rather than within 35
consecutive settlement days of the
effective date of these amendments.”?

Although, as noted above, some
commenters stated that the one-time 35
consecutive settlement day phase-in
period was “particularly troubling
because it would not be sufficient to
account for pre-existing options
positions that were assumed in reliance
on the [options market maker
exception]”” 72, we believe that a 35
consecutive settlement day phase-in
period allows participants sufficient
time to close out any previously
excepted fail to deliver positions with
limited disruption to the market and
helps foster market stability because it
provides participants with a sufficient
length of time to effect purchases to
close out these positions in an orderly
manner.

We are also adopting our proposal
that if the fail to deliver position
persists for 35 consecutive settlement
days from the effective date of the
amendment, a participant of a registered
clearing agency (and any broker-dealer
for which it clears transactions,
including any market maker), is
prohibited from accepting any short sale
orders or effecting further short sales in
the particular threshold security
without borrowing, or entering into a
bona-fide arrangement to borrow, the
security until the participant closes out
the entire fail to deliver position by
purchasing securities of like kind and
quantity.”3 Due to the requirements of
the September Emergency Order, this
provision of the amendments is
applicable to those fails to deliver that
may be closed out within 35
consecutive settlement days of the
effective date of the September
Emergency Order but are not closed out
within that time-frame.

71For the duration of temporary Rule 204T, fails
to deliver in all equity securities, regardless of
whether or not the security is a threshold security,
must be closed out in accordance with the
requirements of the temporary rule.

72 See, e.g., letter from CBOE.

73 See Adopted Rule 203(b)(3)(v).
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If a security becomes a threshold
security after the effective date of the
amendments, any fails to deliver that
result or resulted from short sales
effected by a registered options market
maker to establish or maintain a hedge
on options positions that were created
before the security became a threshold
security will be subject to Regulation
SHO’s close-out requirements, similar to
any other fail to deliver position in a
threshold security.”4

We believe that it is appropriate to
eliminate Regulation SHO’s options
market maker exception because
substantial levels of fails to deliver
continue to persist in threshold
securities and it appears that a
significant number of these fails to
deliver are as a result of the options
market maker exception.”s As noted
above, the Commission staff obtained
data from SROs, options market makers,
and clearing agency participants that
shows extensive use of the options
market maker exception to Regulation
SHO'’s close-out requirement and the
resulting fails to deliver that were not
closed out during 2006, 2007, and
2008.76 For example, the data showed
that as of January 31, 2008, a participant
that settles and clears for a large
segment of the options market claimed
the options market maker exception to
the close-out requirement in 16
threshold securities for a total of
6,365,158 fails to deliver. As of February
29, 2008, the data indicated that this
participant claimed the options market
maker exception in 20 threshold
securities for a total of 6,963,949 fails to
deliver. In addition, according to data
provided by FINRA for 2007 relating to
a participant that settles and clears for
a large segment of the options market,
fail to deliver positions not closed out
by the participant due to it claiming the
options market maker exception ranged
from 35,655 fails to deliver in one
month that year, to as much as
5,621,982 in another month that year.
According to a review conducted by
several SROs between May to July 2006,
there were 598 exceptions claimed,
covering 58 threshold securities for a
total of 11,759,799 fails to deliver.7?

In addition, following the elimination
of the “grandfather” exception to
Regulation SHO’s close-out
requirement, data collected by OEA

74 See 17 CFR 242.203(b)(3); see also Interim
Final Temporary Rule, supra notes 42 and 43
(amending Regulation SHO to strengthen the
delivery requirements for sales of all equity
securities).

75 See 2008 Regulation SHO Re-Opening Release,
73 FR 40201.

76 See id.

77 See id.

indicates that although fails to deliver
overall decreased slightly, fails to
deliver in optionable threshold
securities increased significantly. The
“grandfather” exception was eliminated
as of October 15, 2007 with a one-time
phase in period which expired on
December 5, 2007. The sample data
used by OEA compares two time
periods: April 9, 2007—October 14, 2007,
which is defined as the “pre-
amendment period” and December 10,
2007-March 31, 2008, which is defined
as the “post-amendment period.”
Specifically, the results of OEA’s
analysis of fails to deliver before and
after the elimination of Regulation
SHO'’s “grandfather” exception show
that: 78

e The average daily number of
optionable threshold securities
increased by 25.0%.

e The average daily number of new
fail to deliver positions in optionable
threshold securities increased by 45.3%.

e For fails aged more than 17 days in
optionable threshold securities, the
average daily dollar value of fails to
deliver increased by 73.4%.

e For fails aged more than 17 days in
optionable threshold securities, the
average daily number of fail to deliver
positions increased by 30.7%.

e The average daily number of
optionable threshold securities with
fails aged more than 17 days increased
by 40.9%.

The data shows a 25 percent increase
in the number of optionable threshold
securities and a substantial increase in
fails to deliver in optionable threshold
securities when comparing the pre- and
post-amendment periods. As the OEA
Memorandum notes “[o]ne explanation
of these results is that the investors who
previously failed to deliver in the equity
market have now moved to the options
market to establish a synthetic position.
Since the option market makers still
enjoy an exception to the close-out rule
and tend to hedge their positions in the
equity markets, the fails may now be
coming from the option market makers
instead of the equity investors
themselves.” 79

As discussed above, commenters
opposing the proposed amendments
criticized the impact of the proposals on
options market making risk, quote
depths, spread widths, and market
liquidity, particularly in threshold
securities and securities that might

78 See id; see also Memorandum from the
Commission’s Office of Economic Analysis (dated
June 9, 2008), which is available on the
Commission’s Internet Web site at http://
www.sec.gov/comments/s7-19-07/s71907-562.pdf
(the “OEA Memorandum”).

79 See OEA Memorandum.

become threshold securities.8? Although
we recognize these commenters’
concerns regarding a mandatory close-
out requirement for fails to deliver in
threshold securities underlying options
positions, for the reasons outlined
below, we believe these potential effects
are justified by the benefits of requiring
that fails to deliver in all threshold
securities be closed out within specific
time-frames rather than being allowed to
continue indefinitely. In addition, we
believe the overall market impact of
these potential effects, if any, will be
minimal.

First, as discussed above, large and
persistent fails to deliver can deprive
shareholders of the benefits of
ownership, such as voting and lending.
They can also be indicative of
potentially manipulative conduct, such
as abusive ‘“‘naked” short selling. The
deprivation of the benefits of
ownership, as well as the perception
that abusive “naked” short selling is
occurring in certain securities, can
undermine the confidence of investors.
These investors, in turn, may be
reluctant to commit capital to an issuer
they believe to be subject to
manipulative conduct.

In the Reproposal, we sought
comment on whether the proposed
amendments would promote capital
formation, including whether the
proposed increased short sale
restrictions would affect investors’
decisions to invest in certain equity
securities. Commenters expressed
concern about ‘“naked” short selling
causing a drop in an issuer’s stock price
and that it may limit an issuer’s ability
to access the capital markets.81 We
believe that, by requiring that all fails to
deliver in threshold securities be closed
out within specific time-frames rather
than allowing them to continue
indefinitely, there will be a decrease in
the number of threshold securities with
persistent and high levels of fails to
deliver. If persistence on the threshold
securities lists leads to an unwarranted
decline in investor confidence about the
security, the amendments should
improve investor confidence about the
security.82 We also believe that the
amendments should lead to greater
certainty in the settlement of securities
which should strengthen investor
confidence in the settlement process.
The reduction in fails to deliver and the
resulting reduction in the number of
securities on the threshold securities

80 See, e.g., letter from Citigroup.
81 See supra note 19.
82 See letter from Overstock.
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lists could result in increased investor
confidence.

Thus, by eliminating the options
market maker exception so that all fails
to deliver in threshold securities that
result from short sales effected to
maintain or establish a hedge on options
positions will have to be closed out in
accordance with Regulation SHO’s
close-out requirements, we expect a
reduction in the number of threshold
securities with large and persistent fails
to deliver and, thereby, offsetting any
potential negative impact of such fails to
deliver on the market for these
securities.83

Second, while we recognize
commenters’ concerns that on a
security-by-security basis the impact on
options market maker costs, liquidity,
quote depths, and spread widths may
vary considerably, and in some cases,
might be large,34 we believe the overall
market impact of the amendments will
be minimal because the number of
securities that will be impacted by the
amendments will be relatively small. As
previously noted by one commenter, a
small number of securities that meet the
definition of a “‘threshold security” have
listed options, and those securities form
a very small percentage of all securities
that have options traded on them.85 In
addition, OEA estimates that in July
2008, 451 (13.6%) of the 3,326 securities
with options classes trading on at least
one options market appeared on a
threshold securities list for at least one
day that month. Even though these
securities may form a small percentage
of all securities that have options traded
on them, we are still concerned that
these fails to deliver can have a
disproportionate impact on the markets
and shareholders.

Moreover, the options market maker
exception only excepted from
Regulation SHO’s mandatory 13
consecutive settlement day close-out
requirement those fail to deliver
positions resulting from short sales
effected by registered options market
makers to establish or maintain a hedge
on options positions established before
the underlying security became a
threshold security. Thus, it did not
apply to fails to deliver resulting from
short sales effected to establish or
maintain a hedge on options positions

83 See 17 CFR 242.203(b)(3); see also Interim
Final Temporary Rule, supra notes 42 and 43
(amending Regulation SHO to strengthen the
delivery requirements for sales of all equity
securities).

84 See, e.g., letter from Options Exchanges.

85 For example, in its letter, Susquehanna noted
that in June 2007, 174 (8%) of the 2,242 stocks with
options classes trading on the CBOE, appeared on
a threshold list for at least one day that month. See
letter from Susquehanna.

established after the underlying security
became a threshold security. Because
the options market maker exception had
a very limited application, the overall
impact of its removal on liquidity,
hedging costs, spreads, and depth,
should be relatively small. Nevertheless,
we understand commenters’ concerns
that on a security-by-security basis the
impact on options market maker costs
might, in some cases, be large. However,
on balance, we believe such costs are
justified by the benefits that are
expected to result from requiring that all
fails to deliver in threshold securities be
closed out within specific time-frames
rather than being allowed to continue
indefinitely.

Third, some commenters noted
concerns about having to close out fails
to deliver in connection with the
hedging of longer-term options because
such fails may have been open for
months or years.86 These commenters
suggested that with respect to such fails
to deliver, the close-out requirement be
tied to the expiration or liquidation of
such options. However, this would
mean that these fails to deliver could
persist for months or years. We believe
that all fails to deliver in threshold
securities must be closed out in a timely
manner. Longer-term options can have
expiration periods that extend for years.
To tie the close out of a fail to deliver
position resulting from a hedge of such
options to the liquidation or expiration
of such options would undermine this
goal. As discussed above, large and
persistent fails to deliver can deprive
shareholders of the benefits of
ownership, such as voting and lending.
We also believe that all sellers of
securities should promptly deliver, or
arrange for delivery of, securities to the
respective buyer and all buyers of
securities have a right to expect prompt
delivery of securities purchased.

In addition, the 35 consecutive
settlement day phase-in period of the
amendments allows participants
sufficient time to close out any
previously excepted fail to deliver
positions that may have been open for
months or years as a result of hedging
activity in connection with longer-term
options. The phase-in period limits the
disruption to the market and helps
foster market stability because it
provides participants with a sufficient
length of time to effect purchases to
close out these positions in an orderly
manner.

Fourth, the potential impact of the
amendments on options market making
risk, quote depths, spread widths, and

86 See, e.g., letter from CBOE; Options Exchanges;
Citigroup.

market liquidity will be limited because,
as noted above, Regulation SHO’s
options market maker exception applied
only to those fail to deliver positions
that resulted from short sales effected by
registered options market makers to
establish or maintain a hedge on options
positions established before the
underlying security became a threshold
security. Thus, it did not apply to fails
to deliver resulting from short sales
effected to establish or maintain a hedge
on options positions established after
the underlying security became a
threshold security. Some commenters
stated that they believe there has been
harm to the markets under the current
close out structure of Regulation SHO.87
As we noted in the Reproposal,
however, in examining the application
of the mandatory close-out requirement
of Rule 203(b)(3) of Regulation SHO for
all non-excepted fail to deliver
positions, it does not appear that Rule
203(b)(3)’s close-out requirement for
non-excepted fails to deliver in
threshold securities has impacted
options market makers’ willingness to
provide liquidity in threshold securities
or securities likely to become threshold
securities, or substantially impacted
option market maker risk, quote depths,
or spread widths.

In addition, we note that options
market makers may only need to hedge
via a short sale in the equity markets for
a small fraction of their total trading
activity. Academic research suggests
that non-market maker option open
interest tends to heavily favor the
upside, which implies that the
customary hedge for the typical option
market making position is a long equity
position rather than a short equity
position.88 More recent data from
January to July 2008 also suggests an
upside bias in option open interest.89

Fifth, while commenters may believe
that a mandatory close-out requirement
for all fails to deliver resulting from
hedging activity in the options markets
may potentially impact liquidity,
hedging costs, depth, or spreads, or
impact the willingness of options
market makers to make markets in
certain securities, we believe that such
effects are justified by our belief that
fails to deliver resulting from hedging
activities by options market makers

87 See, e.g., letter from CBOE; see also letter from
Overstock.

88 See Lakonishok, Poteshman, and Lee, “Investor
Behavior and the Options Markets,” Working Paper
10264 (2004) (http://www.nber.org/papers/
w10264.pdf.).

89 Data from The Options Clearing Corporation
web site shows that call open interest generally
exceeded put open interest by about 10% on the
average day during January to July 2008.
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should be treated similarly to fails to
deliver resulting from sales in the
equities markets so that market
participants trading threshold securities
in the options markets do not receive an
advantage over those trading such
securities in the equities markets.

As discussed above, commenters who
opposed elimination of the exception
argued that options market makers,
unlike equity market makers, should
have an exception to Regulation SHO’s
close-out requirement because there are
distinct differences between options
market making and market making in
the underlying stock. We do not believe
that for purposes of the close-out
requirement of Regulation SHO, options
and equity market makers should be
treated differently. Due to our concerns
about the potentially negative market
impact of large and persistent fails to
deliver, and the fact that we continue to
observe a small number of threshold
securities with fail to deliver positions
that are not being closed out under
existing delivery and settlement
requirements, we adopted amendments
to eliminate Regulation SHO’s
“grandfather” provision that allowed
fails to deliver resulting from long or
short sales of equity securities to persist
indefinitely if the fails to deliver
occurred prior to the security becoming
a threshold security.?® We believe that
once a security becomes a threshold
security, fails to deliver in that security
must be closed out, regardless of
whether or not the fails to deliver
resulted from sales of the security in
connection with the options or equities
markets.

Moreover, we are concerned that the
options market maker exception might
have allowed for a regulatory arbitrage
not permitted in the equities markets.91
For example, an options market maker
who sells short to hedge put options
purchased by a market participant
unable to locate shares for a short sale
in accordance with Rule 203(b)(2) of
Regulation SHO may not have to close
out any fails to deliver that result from
such short sales under the options
market maker exception. The ability of
options market makers to sell short and
never have to close out a resulting fail
to deliver position, provided the short
sale was effected to hedge options
positions created before the security
became a threshold security, runs
counter to the goal of requiring that all

90 See 2007 Regulation SHO Final Amendments,
72 FR 45544; see also 2006 Regulation SHO
Proposed Amendments, 71 FR 41710.

91 See Reproposal, 72 FR at 45563.

fails to deliver in threshold securities be
closed out.

In addition, we note that although the
proposed alternatives could lessen the
potential negative impact of large and
persistent fails to deliver, we believe
that complete elimination of the options
market maker exception would achieve
this goal more effectively. By
eliminating the options market maker
exception, all fails to deliver in
threshold securities will have to be
closed out in accordance with
Regulation SHO’s close-out
requirements.92 The proposed
alternatives, however, would each allow
a longer period of time for fail to deliver
positions to be closed out. Specifically,
the first alternative would allow certain
fails to deliver to be closed out within
35 consecutive settlement days of the
security becoming a threshold security.
Under the second alternative, although
some fails to deliver would be required
to be closed out in less than 35
consecutive settlement days, other fails
to deliver would not have to be closed
out until 35 consecutive settlement days
from the security becoming a threshold
security.93

As we discussed in the Reproposal,®4
we believe that the options market
maker exception should be eliminated,
rather than limited as in the proposed
alternatives, because large and
persistent fails to deliver are not being
closed out under existing delivery
requirements and because we are
concerned that these fails to deliver may
have a negative impact on the market for
those securities. In addition, as noted in
the Reproposal, we believe that fails to
deliver resulting from hedging activities
by options market makers should be
treated similarly to fails to deliver
resulting from sales in the equities
markets so that market participants
trading threshold securities in the
options markets do not receive an
advantage over those trading such
securities in the equities markets. Thus,
we have determined that the proposed
alternatives are not feasible or in the
public interest to act upon at this time.

IV. Bona-Fide Market Making

We are also taking the opportunity to
provide guidance regarding issues that
have arisen regarding what is bona-fide
market making for purposes of
complying with the market maker
exception to the “locate” requirement of

92 See 17 CFR 242.203(b)(3); see also Interim
Final Temporary Rule, supra notes 42 and 43
(amending Regulation SHO to strengthen the
delivery requirements for sales of all equity
securities).

93 See Reproposal, 72 FR at 45589-45590.

94 See id. at 45566—45567.

Rule 203(b)(1) of Regulation SHO. The
2004 Regulation SHO Adopting Release
provides guidance as to what is bona-
fide market making. We are reiterating
that guidance and providing additional
guidance in this adopting release.

Rule 203(b)(1) provides that “[a]
broker or dealer may not accept a short
sale order in an equity security from
another person, or effect a short sale in
an equity security for its own account,
unless the broker or dealer has: (i)
Borrowed the security, or entered into a
bona-fide arrangement to borrow the
security; or (ii) Reasonable grounds to
believe that the security can be
borrowed so that it can be delivered on
the date delivery is due; and (iii)
Documented compliance with this
paragraph (b)(1).” 95 This is known as
the “locate” requirement. Rule
203(b)(2)(iii) excepts market makers
engaged in bona-fide market making
activities from the locate requirement.
The Commission adopted this narrow
exception to the locate requirement
because such market makers may need
to facilitate customer orders in a fast
moving market without possible delays
associated with complying with the
locate requirement.96

The term “market maker” includes
any specialist permitted to act as a
dealer, any dealer acting in the capacity
of a block positioner, and any dealer
who, with respect to a security, holds
itself out (by entering quotations in an
inter-dealer quotation system or
otherwise) as being willing to buy and
sell such security for its own account on
a regular or continuous basis.9?
Moreover, as the Commission has stated
previously, a market maker engaged in
bona-fide market making is a ““broker-
dealer that deals on a regular basis with
other broker-dealers, actively buying
and selling the subject security as well
as regularly and continuously placing
quotations in a quotation medium on
both the bid and ask side of the
market.” 98 We note that block
positioners, to the extent they engage in
bona fide block positioning activities,

9517 CFR 242.203(b).

96 See 2004 Regulation SHO Adopting Release, 69
FR at 48015, n. 67; see also Emergency Order
Pursuant to Section 12(k)(2) of the Securities
Exchange Act of 1934 Taking Temporary Action to
Respond to Market Developments, Exchange Act
Release No. 58166 (July 15, 2008); Amendment to
Emergency Order Pursuant to Section 12(k)(2) of the
Securities Exchange Act of 1934 Taking Temporary
Action to Respond to Market Developments,
Exchange Act Release No. 58190 (July 18, 2008)
(excepting from the Emergency Order bona fide
market makers).

97 See 2004 Regulation SHO Adopting Release, 69
FR at 48015, n. 66 (citing to Section 3(a)(38) of the
Exchange Act).

98 See Exchange Act Release No. 32632 (July 14,
1993), 58 FR 39072, 39074 (July 21, 1993).
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may also rely on this exception from the
locate requirement in connection with
such activities. Rule 3b—8(c) of the
Exchange Act (17 CFR 240.3b-38(c))
defines a “qualified block positioner” as
a dealer that: (1) Is a broker or dealer
registered pursuant to Section 15 of the
Exchange Act; (2) is subject to and in
compliance with Rule 15¢3-1 of the
Exchange Act (17 CFR 240.15¢3-1); (3)
has and maintains minimum net capital,
as defined in Rule 15¢3—-1, of
$1,000,000; and (4) except when such
activity is unlawful, meets all of the
following conditions: (i) Engages in the
activity of purchasing long or selling
short, from time to time, from or to a
customer (other than a partner or a joint
venture or other entity in which a
partner, the dealer, or a person
associated with such dealer, as defined
in Section 3(a)(18) of the Exchange Act,
participates) a block of stock with a
current market value of $200,000 or
more in a single transaction, or in
several transactions at approximately
the same time, from a single source to
facilitate a sale or purchase by such
customer, (ii) has determined in the
exercise of reasonable diligence that the
block could not be sold to or purchased
from others on equivalent or better
terms, and (iii) sells the shares
comprising the block as rapidly as
possible commensurate with the
circumstances.

As discussed below, in the 2004
Regulation Adopting Release, we
provided examples of the types of
activities that would indicate that a
market maker is not engaged in bona
fide market making activities. In
addition to reiterating that guidance, we
are also providing examples of the types
of activities that would indicate that a
market maker is engaged in bona fide
market making activities for purposes of
claiming the exception to Regulation
SHO’s locate requirement.

Although determining whether or not
a market maker is engaged in bona-fide
market making would depend on the
facts and circumstances of the particular
activity, factors that indicate a market
maker is engaged in bona-fide market
making activities may include, for
example, whether the market maker
incurs any economic or market risk with
respect to the securities (e.g., by putting
their own capital at risk to provide
continuous two-sided quotes in
markets). In fulfilling its obligations as
a market maker, a market maker engaged
in bona-fide market making may
provide liquidity to a security’s market,
take the other side of trades when there
are short-term buy-and-sell-side
imbalances in customer orders, or
attempt to prevent excess volatility.

Such activities will result in the market
maker assuming some risk. Thus, if the
market maker does not incur any market
risk with respect to a transaction or
related set of transactions, the market
maker may not be engaged in bona-fide
market making activities.?9

A pattern of trading that includes both
purchases and sales in roughly
comparable amounts to provide
liquidity to customers or other broker-
dealers would generally be an
indication that a market maker is
engaged in bona-fide market making
activity. Thus, even selling short into a
declining market may be an indication
that a market maker is engaged in bona-
fide market making activity. Continuous
quotations that are at or near the market
on both sides and that are
communicated and represented in a way
that makes them widely accessible to
investors and other broker-dealers are
also an indication that a market maker
is engaged in bona-fide market making
activity. However, as noted above, a
market maker must hold itself out as
being willing to buy and sell a security
for its own account on a regular or
continuous basis. Thus, a market
maker’s quotes must be generally
accessible to the public for a market
maker to be considered as holding itself
out as being willing to buy and sell a
security for its own account on a regular
or continuous basis, and therefore, to be
engaged in bona-fide market making
activity.

While determining whether or not a
market maker is engaged in bona-fide
market making would depend on the
facts and circumstances of the particular
activity, there are clear examples of
what types of activities would not be
bona-fide market making activities. For
example, the Commission has stated
that bona-fide market making does not
include activity that is related to
speculative selling strategies or
investment purposes of the broker-
dealer and is disproportionate to the
usual market making patterns or
practices of the broker-dealer in that
security.190 Likewise, where a market
maker posts continually at or near the
best offer, but does not also post at or
near the best bid, the market maker’s
activities would not generally qualify as

99 For example, if a market maker sells stock
(short) together with a synthetic short position (e.g.,
a conversion) to a client and the client then sells
the stock (long) retaining the synthetic short
position, the effect would be as if the market maker
had “rented” its exemption to the client. Such
transactions or other transactions that have the
same effect will not be considered bona-fide market
making activity.

100 See 2004 Regulation SHO Adopting Release,
69 FR at 48015.

bona-fide market making.10 Moreover,
a market maker that continually
executes short sales away from its
posted quotes would generally not be
considered to be engaging in bona-fide
market making.102 For purposes of
qualifying for the locate exception in
Regulation SHO, a market maker must
also be a market maker in the security
being sold, and must be engaged in
bona-fide market making in that security
at the time of the short sale.103

V. Other Matters

The Administrative Procedure Act
also generally requires that an agency
publish an adopted rule in the Federal
Register 30 days before it becomes
effective.10¢ This requirement, however,
does not apply if the agency finds good
cause for making the rule effective
sooner,105

As noted above, in the September
Emergency Order, we adopted, and
made immediately effective,
amendments to Rule 203(b)(3) of
Regulation SHO to eliminate the options
market maker exception to Regulation
SHO’s close-out requirement. The
September Emergency Order expires on
October 17, 2008. We believe that the
amendments contained in this adopting
release should be effective on October
17, 2008 so that the elimination of the
options market maker exception
becomes permanent when the
September Emergency Order expires. In
addition, we believe that the
amendments should become effective
on October 17, 2008 so that fails to
deliver resulting from short sales in both
the equity and options markets receive
similar treatment under the close-out
requirements of Regulation SHO, and to
further reduce fails to deliver and
address potentially abusive ‘“naked”
short selling. Thus, the Commission
finds good cause to make the
amendments effective on October 17,
2008.

VI. Paperwork Reduction Act

The amendments to Regulation SHO
do not contain a “collection of
information” requirement within the
meaning of the Paperwork Reduction
Act of 1995 (“PRA”).106

VII. Consideration of Costs and Benefits
of Proposed Amendments to Regulation
SHO

We are sensitive to the costs and
benefits of our rules and we have

101 See id.

102 See id.

103 See Rule 203(b)(1) and (b)(2)(iii).
104 See 5 U.S.C. §553(d).

105 Id.

106 44 U.S.C. 3501 et seq.
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considered the costs and the benefits of
the amendments to Regulation SHO. In
order to assist us in evaluating the costs
and benefits, in the Reproposal, we
encouraged commenters to discuss any
costs or benefits that the amendments
might impose. In particular, we
requested comment on the potential
costs for any modifications to both
computer systems and surveillance
mechanisms and for information
gathering, management, and
recordkeeping systems or procedures, as
well as any potential benefits resulting
from the amendments for registrants,
issuers, investors, brokers or dealers,
other securities industry professionals,
regulators, and other market
participants. Commenters were
encouraged to provide analysis and data
to support their views on the costs and
benefits associated with the
amendments to Regulation SHO.

A. Benefits

The amendments to Rule 203(b)(3) of
Regulation SHO are intended to further
reduce the number of persistent fails to
deliver in threshold securities by
eliminating the options market maker
exception to Regulation SHO’s close-out
requirement. As a result of the
amendments, all fails to deliver in a
threshold security resulting from short
sales by a registered options market
maker effected to establish or maintain
a hedge on options positions established
before the security became a threshold
security will, like all other fails to
deliver in threshold securities, have to
be closed out in accordance with
Regulation SHO’s close-out
requirements.107

We are concerned that large and
persistent fails to deliver are not being
closed out due to the options market
maker exception in Regulation SHO,
and that these fails to deliver may have
a negative effect on the market in these
securities.108 For example, large and
persistent fails to deliver may deprive
shareholders of the benefits of
ownership, such as voting and
lending.109 In addition, where a seller of
securities fails to deliver securities on
trade settlement date, in effect the seller
unilaterally converts a securities
contract (which should settle within the
standard 3-day settlement period) into

107 See 17 CFR 242.203(b)(3); see also Interim
Final Temporary Rule, supra notes 42 and 43
(amending Regulation SHO to strengthen the
delivery requirements for sales of all equity
securities).

108 See 2007 Regulation SHO Final Amendments,
72 FR at 45544; 2006 Regulation SHO Proposed
Amendments, 71 FR at 41712; Reproposal, 72 FR
at 45558-45559; “Naked” Short Selling Anti-Fraud
Rule Proposing Release, 73 FR at 15378.

109 See id.

an undated futures-type contract, to
which the buyer may not have agreed,
or that would have been priced
differently.11© Moreover, sellers that fail
to deliver securities on settlement date
may enjoy fewer restrictions than if they
were required to deliver the securities in
a timely manner, and such sellers may
attempt to use this additional freedom
to engage in trading activities that
deliberately depress the price of a
security.111 In addition, by not
borrowing securities and, therefore, not
making delivery within the standard
three-day settlement period, the seller
avoids the costs of borrowing.

Thus, consistent with the
Commission’s investor protection
mandate, the amendments will benefit
investors by facilitating the receipt of
shares so that more investors receive the
benefits associated with share
ownership, such as the use of the shares
for voting and lending purposes. The
amendments will also enhance investor
confidence as they make investment
decisions by providing investors with
greater assurance that securities will be
delivered as expected. An increase in
investor confidence in the market
should facilitate investment.

The amendments will also benefit
issuers. A high level of persistent fails
to deliver in a security may be perceived
by potential investors negatively and
may affect their decision about making
a capital commitment.112 For example,
in response to the Reproposal, one
commenter stated that it believes that
the current options market maker
exception “harms investors and issuers,
hinders the formation of capital, and is
fatally flawed as written” and that it
should be eliminated.'3 Some issuers
may believe that they have endured
unwarranted reputational damage due
to investors’ negative perceptions
regarding a security having a large fail
to deliver position and becoming a
threshold security.114 Thus, issuers may
believe the elimination of the options
market maker exception will restore
their good name. Some issuers may also
believe that large and persistent fails to
deliver indicate that they have been the
target of potentially manipulative
conduct as a result of “naked” short

110 See id.

111 See id.

112 See, e.g., supra note 19 (citing to comment
letters expressing concern regarding the impact of
potential “naked” short selling on capital
formation).

113 See letter from NCANS.

114 See, e.g., supra note 18; see also letter from
Fairfax Financial (stating that the exception should
be eliminated due to its “detrimental impact on
issuers and their shareholders and also because
such exception is susceptible to significant abuse”).

selling.115 Thus, elimination of the
options market maker exception should
decrease the possibility of artificial
market influences and, therefore, should
contribute to price efficiency.

B. Costs

To comply with Regulation SHO
when it became effective in January
2005, market participants needed to
modify their recordkeeping systems and
surveillance mechanisms. In addition,
market participants should have
retained and trained the necessary
personnel to ensure compliance with
the rule. Thus, the infrastructure
necessary to comply with the
amendments should already be in place
because the amendments will require
that all fails to deliver be closed out in
accordance with the close-out
requirements of Regulation SHO.116 The
only fails to deliver not subject to
Regulation SHO’s mandatory close-out
requirements will be those fails to
deliver that would be previously-
excepted from the close-out requirement
and, therefore, eligible for the one-time
35 consecutive settlement day phase-in
period of the amendments.117 Thus, we
anticipate that any changes to
personnel, computer hardware and
software, recordkeeping or surveillance
costs will be minimal.

In the Reproposal, we requested
comment regarding the costs of the
proposed amendments to the options
market maker exception and how those
costs would affect liquidity in the
options markets. As discussed above,
commenters opposing the proposed
amendments criticized the impact of the
proposals on options market making
risk, quote depths, spread widths, and
market liquidity, particularly in
threshold securities and securities that
might become threshold securities.
These commenters stated that the
current exception is integral to the
options market maker’s ability to make
markets and manage risk and that,
without the exception, making
continuous markets would be very
difficult, particularly in longer-dated
options.?18 One commenter suggested
that “withdrawing or greatly reducing
the exception would cause varying
losses of liquidity in over 20% of listed

115 See, e.g., supra note 19 (citing to comment
letters from issuers and investors discussing
extended fails to deliver in connection with
“naked” short selling).

116 See 17 CFR 242.203(b)(3); see also Interim
Final Temporary Rule, supra notes 42 and 43
(amending Regulation SHO to strengthen the
delivery requirements for sales of all equity
securities).

117 See Adopted Rule 203(b)(3)(iii).

118 See letter from CBOE.
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options and their underlying stocks.” 119
Another commenter stated that “[i]f the
exception is eliminated or narrowed in
the manner proposed, [it] anticipates
[options market makers] would be
reluctant or even unable to effectively
make markets on securities if they
cannot be certain of their ability to
establish and maintain an effective
hedge and manage their risk through
selling stock.” 120 Another commented
that “[tlhe uncertainty, time, processing
and expense necessary to pre-borrow
when effecting a short sale, as well as
the uncertainty and expense caused by
a close out of a hedge, will by its nature
adversely affect the [options market
makers’] pricing of the option.” 121
However, one commenter noted that
“options market makers should factor
the cost of borrowing stock and selling
short into the price of the put options
being sold.” 122 Another commenter
noted that “[o]ptions market makers
should have to pay to borrow stock like
everyone else does. Most options market
makers are excellent risk managers, and
they can manage the risk that stock
borrowing costs can fluctuate. Any
additional costs involved will rightfully
be passed to those who trade

options.” 123

Although we recognize commenters’
concerns that a mandatory close-out
requirement for fails to deliver in
threshold securities underlying options
positions, for the reasons outlined
below, we believe these potential effects
are justified by the benefits of requiring
that fails to deliver in all threshold
securities be closed out within specific
time-frames rather than being allowed to
continue indefinitely. In addition, we
believe the overall market impact of
these potential effects, if any, will be
minimal.

First, as discussed above, large and
persistent fails to deliver can deprive
shareholders of the benefits of
ownership, such as voting and lending.
They can also be indicative of
potentially manipulative conduct, such
as abusive “naked” short selling. The
deprivation of the benefits of
ownership, as well as the perception
that abusive “naked” short selling is
occurring in certain securities, can
undermine the confidence of investors.
These investors, in turn, may be
reluctant to commit capital to an issuer
they believe to be subject to
manipulative conduct.

119 See letter from Susquehanna.

120 See id.; see also letter from Options
Exchanges; Citigroup.

121 See letter from Citigroup.

122 See letter from Fairfax Financial.

123 See letter from Angel.

In the Reproposal, we sought
comment on whether the proposed
amendments would promote capital
formation, including whether the
proposed increased short sale
restrictions would affect investors’
decisions to invest in certain equity
securities. Commenters expressed
concern about “naked” short selling
causing a drop in an issuer’s stock price
and that it may limit an issuer’s ability
to access the capital markets.12¢ We
believe that, by requiring that all fails to
deliver in threshold securities be closed
out within specific time-frames rather
than allowing them to continue
indefinitely, there will be a decrease in
the number of threshold securities with
persistent and high levels of fails to
deliver. If persistence on the threshold
securities lists leads to an unwarranted
decline in investor confidence about the
security, the amendments should
improve investor confidence about the
security.125 We also believe that the
reduction in fails to deliver and the
resulting reduction in the number of
securities on the threshold securities
lists should strengthen investor
confidence and increase certainty in the
settlement process.

Thus, by eliminating the options
market maker exception so that all fails
to deliver in threshold securities that
result from short sales effected to
maintain or establish a hedge on options
positions will have to be closed out in
accordance with Regulation SHO’s
close-out requirements,126 we expect a
reduction in the number of threshold
securities with large and persistent fails
to deliver and, thereby, offsetting any
potential negative impact of such fails to
deliver on the market for these
securities.

Second, while we recognize
commenters’ concerns that on a
security-by-security basis the impact on
options market maker costs, liquidity,
quote depths, and spread widths may
vary considerably, and in some cases,
might be large,'27 we believe the overall
market impact of the amendments will
be minimal because the number of
securities that will be impacted by the
amendments will be relatively small. As
previously noted by one commenter, a
small number of securities that meet the
definition of a ““threshold security’’ have
listed options, and those securities form
a very small percentage of all securities

124 See supra note 19.

125 See letter from Overstock.

126 See 17 CFR 242.203(b)(3); see also Interim
Final Temporary Rule, supra notes 42 and 43
(amending Regulation SHO to strengthen the
delivery requirements for sales of all equity
securities).

127 See, e.g., letter from Options Exchanges.

that have options traded on them.128 In
addition, OEA estimates that in July
2008, 451 (13.6%) of the 3,326 securities
with options classes trading on at least
one options market appeared on a
threshold securities list for at least one
day that month. Even though these
securities may form a small percentage
of all securities that have options traded
on them, we are still concerned that
these fails to deliver can have a
disproportionate impact on the markets
and shareholders.

Moreover, the options market maker
exception only excepted from
Regulation SHO’s mandatory 13
consecutive settlement day close-out
requirement only those fail to deliver
positions that resulted from short sales
effected by registered options market
makers to establish or maintain a hedge
on options positions established before
the underlying security became a
threshold security. Thus, it does not
apply to fails to deliver resulting from
short sales effected to establish or
maintain a hedge on options positions
established after the underlying security
became a threshold security. Because
the options market maker exception has
a very limited application, we anticipate
that the overall impact of its removal on
liquidity, hedging costs, spreads, and
depth should be relatively small.
Nevertheless, we understand
commenters’ concerns that on a
security-by-security basis the impact on
options market maker costs might, in
some cases, be large. However, on
balance, we believe such costs are
justified by the benefits that are
expected to result from requiring that all
fails to deliver in threshold securities be
closed out within specific time-frames
rather than being allowed to continue
indefinitely.

Third, some commenters noted
concerns about having to close out fails
to deliver in connection with the
hedging of longer-term options because
such fails may have been open for
months or years.12? These commenters
suggested that with respect to such fails
to deliver, the close-out requirement be
tied to the expiration or liquidation of
such options. However, this would
mean that these fails to deliver could
persist for months or years. We believe
that all fails to deliver in threshold
securities must be closed out in a timely
manner. Longer-term options can have
expiration periods that extend for years.
To tie the close out of a fail to deliver
position resulting from a hedge of such
options to the liquidation or expiration

128 See supra note 85.
129 See, e.g., letter from CBOE; Options
Exchanges; Citigroup.
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of such options would undermine this
goal. As discussed above, large and
persistent fails to deliver can deprive
shareholders of the benefits of
ownership, such as voting and lending.
We also believe that all sellers of
securities should promptly deliver, or
arrange for delivery of, securities to the
respective buyer and all buyers of
securities have a right to expect prompt
delivery of securities purchased.

In addition, the 35 consecutive
settlement day phase-in period of the
amendments allows participants
sufficient time to close out any
previously excepted fail to deliver
positions that may have been open for
month or years as a result of hedging
activity in connection with longer-term
options. The phase-in period limits the
disruption to the market and helps
foster market stability because it
provides participants with a sufficient
length of time to close out these
positions in an orderly manner.

Fourth, the potential impact of the
amendments on options market making
risk, quote depths, spread widths, and
market liquidity will be limited because,
as noted above, Regulation SHO’s
options market maker exception applied
only to those fail to deliver positions
that resulted from short sales effected by
registered options market makers to
establish or maintain a hedge on options
positions established before the
underlying security became a threshold
security. Thus, it does not apply to fails
to deliver resulting from short sales
effected to establish or maintain a hedge
on options positions established after
the underlying security became a
threshold security. Some commenters
stated that they believe there has been
harm to the markets under the current
close out structure of Regulation
SHO.130 As we noted in the Reproposal,
however, in examining the application
of the mandatory close-out requirement
of Rule 203(b)(3) of Regulation SHO for
all non-excepted fail to deliver
positions, it does not appear that Rule
203(b)(3)’s close-out requirement for
non-excepted fails to deliver in
threshold securities has impacted
options market makers’ willingness to
provide liquidity in threshold securities
or securities likely to become threshold
securities, or substantially impacted
option market maker risk, quote depths,
or spread widths.

We also note that option market
makers may only need to hedge via a
short sale in the equity markets for a
small fraction of their total trading
activity. Academic research suggests

130 See, e.g., letter from CBOE; see also letter from
Overstock.

that non-market maker option open
interest tends to heavily favor the
upside, which implies that the
customary hedge for the typical option
market making position is a long equity
position rather than a short equity
position.131 More recent data from
January to July 2008 also suggests an
upside bias in option open interest.132

Fifth, while commenters may believe
that a mandatory close-out requirement
for all fails to deliver resulting from
hedging activity in the options markets
may potentially impact liquidity,
hedging costs, depth, or spreads, or
impact the willingness of options
market makers to make markets in
certain securities, we believe that such
potential effects are justified by our
belief that fails to deliver resulting from
hedging activities by options market
makers should be treated similarly to
fails to deliver resulting from sales in
the equities markets so that market
participants trading threshold securities
in the options markets do not receive an
advantage over those trading such
securities in the equities markets.

As discussed above, commenters who
opposed elimination of the exception
argued that options market makers,
unlike equity market makers, should
have an exception to Regulation SHO’s
close-out requirement because there are
distinct differences between options
market making and market making in
the underlying stock. We do not believe
that for purposes of the close-out
requirement of Regulation SHO, options
and equity market makers should be
treated differently. Due to our concerns
about the potentially negative market
impact of large and persistent fails to
deliver, and the fact that we continue to
observe a small number of threshold
securities with fail to deliver positions
that are not being closed out under
existing delivery and settlement
requirements, we adopted amendments
to eliminate Regulation SHO’s
“grandfather” provision that allowed
fails to deliver resulting from long or
short sales of equity securities to persist
indefinitely if the fails to deliver
occurred prior to the security becoming
a threshold security.133 We believe that
once a security becomes a threshold
security, fails to deliver in that security
must be closed out, regardless of
whether or not the fails to deliver
resulted from sales of the security in

131 See supra note 88.

132 See supra note 89.

133 See 2007 Regulation SHO Final Amendments,
72 FR 45544; see also 2006 Regulation SHO
Proposed Amendments, 71 FR 41710.

connection with the options or equities
markets.

Moreover, we are concerned that the
options market maker exception might
have allowed for a regulatory arbitrage
not permitted in the equities markets.134
For example, an options market maker
who sells short to hedge put options
purchased by a market participant
unable to locate shares for a short sale
in accordance with Rule 203(b)(2) of
Regulation SHO may not have to close
out any fails to deliver that result from
such short sales under the options
market maker exception. The ability of
options market makers to sell short and
never have to close out a resulting fail
to deliver position, provided the short
sale was effected to hedge options
positions created before the security
became a threshold security, runs
counter to the goal of requiring that all
fails to deliver in threshold securities be
closed out.

Also, the pre-borrow requirement of
Adopted Rule 203(b)(3)(v) for fail to
deliver positions that are not closed out
within the applicable time-frame set
forth in the amendments will result in
limited, if any, costs to participants of
a registered clearing agency, and options
market makers for which they clear
transactions.13% The pre-borrow
requirement is similar to the pre-borrow
requirement of Rule 203(b)(3)(iv) of
Regulation SHO relating to fails to
deliver that have not been closed out in
accordance with the 13 consecutive
settlement day close-out requirement of
Regulation SHO.136 Thus, participants
of a registered clearing agency, and any
options market maker for which it clears
transactions, must already comply with
such a requirement if a fail to deliver
position has not been closed out in
accordance with Regulation SHO’s
mandatory close-out requirement.
Accordingly, these entities should
already have in place the personnel,
recordkeeping, systems, and
surveillance mechanisms necessary to
comply with the adopted pre-borrow
requirement. While the pre-borrow
requirement may be costly in each
instance it is used, pre-borrowing is not
necessary if a close-out is completed on
time and, therefore, may be used only
rarely.

VIII. Consideration of Burden and
Promotion of Efficiency, Competition,
and Capital Formation

Section 3(f) of the Exchange Act
requires the Commission, whenever it
engages in rulemaking and is required to

134 Reproposal, 72 FR at 45563.
135 See Adopted Rule 203(b)(3)(v).
136 See 17 CFR 242.203(b)(3)(iv).
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consider or determine whether an action
is necessary or appropriate in the public
interest, to consider whether the action
would promote efficiency, competition,
and capital formation.137 In addition,
Section 23(a)(2) of the Exchange Act
requires the Commission, when making
rules under the Exchange Act, to
consider the impact such rules would
have on competition.?38 Exchange Act
Section 23(a)(2) prohibits the
Commission from adopting any rule that
would impose a burden on competition
not necessary or appropriate in
furtherance of the purposes of the
Exchange Act.

We believe the amendments will have
minimal impact on the promotion of
price efficiency. In the Reproposal, we
sought comment on whether the
amendments would promote price
efficiency. Commenters expressed
concern that failures to deliver due to
the options market maker exception
harm pricing efficiency in the equity
markets.139 Other commenters stated
that the proposed amendments to the
options market maker exception would
disrupt the markets because they would
not provide sufficient flexibility to
permit efficient hedging by options
market makers, would unnecessarily
increase risks and costs to hedge, and
would adversely impact liquidity and
result in higher costs to customers.140
These commenters stated that they
believe the proposed amendments
would likely discourage options market
makers from making markets in illiquid
securities since the risk associated in
maintaining the hedges in these option
positions would be too great.141
Moreover, these commenters stated that
the reluctance of options market makers
to make markets in threshold securities
would result in wider spreads in such
securities to account for the increased
costs of hedging, to the detriment of
investors.142

We recognize commenters’ concerns
that a mandatory close-out requirement
for fails to deliver in threshold
securities underlying options positions
may potentially impact options market
makers’ willingness to provide liquidity
in threshold securities, make it more
costly for options market makers to
accommodate customer orders, or result
in wider bid-ask spreads or less
depth.143 For the reasons discussed
below, however, we believe that the

13715 U.S.C. 78c(f).

13815 U.S.C. 78w(a)(2).

139 See, e.g., letter from Overstock.

140 See, e.g., letter from Options Exchanges.
141 See id.

142 See letter from Citigroup.

143 See, e.g., letter from CBOE.

overall impact of these potential effects,
if any, will be minimal.

We believe that the overall market
impact of the amendments will be
minimal because the number of
securities that will be impacted by the
amendments will be relatively small.
The amendments apply only to those
threshold securities with listed options.
As previously noted by one commenter,
a small number of securities that meet
Regulation SHO’s definition of a
“threshold security” have listed
options, and those securities form a very
small percentage of all securities that
have options traded on them.144 In
addition, the amendments will only
impact fails to deliver in those securities
that resulted from short sales by
registered options market makers to
hedge options positions that were
created before, rather than after, the
security became a threshold security
because all other fails to deliver in
threshold securities are already subject
to Regulation SHO’s close-out
requirements.145

Because the options market maker
exception has a very limited
application, we anticipate that the
overall impact of its removal on
liquidity, hedging costs, spreads, and
depth will be relatively small.
Nevertheless, we understand
commenters’ concerns that on a
security-by-security basis the impact on
options market maker costs might, in
some cases, be large. However, on
balance, we believe such costs are
justified by the benefits that are
expected to result from requiring that all
fails to deliver in threshold securities be
closed out within specific time-frames
rather than being allowed to continue
indefinitely.

We also note that option market
makers may only need to hedge via a
short sale in the equity markets for a
small fraction of their total trading
activity. Academic research suggests
that non-market maker option open
interest tends to heavily favor the
upside, which implies that the
customary hedge for the typical option
market making position is a long equity
position rather than a short equity
position.146 More recent data from
January to July 2008 also suggests an
upside bias in option open interest.14”

In addition, the 35 consecutive
settlement day phase-in period of the

144 See supra note 85.

145 See 17 CFR 242.203(b)(3); see also Interim
Final Temporary Rule, supra notes 42 and 43
(amending Regulation SHO to strengthen the
delivery requirements for sales of all equity
securities).

146 See supra note 88.

147 See supra note 89.

amendments allows participants
sufficient time to close out any
previously excepted fail to deliver
positions that may have been open for
months or years as a result of hedging
activity in connection with longer-term
options. The phase-in period limits the
disruption to the market, and helps
foster market stability by providing
participants with a sufficient length of
time to close out these positions in an
orderly manner. Some of the
commenters to the Reproposal also
noted that 13 consecutive settlement
days was more than sufficient to close
out a fail to deliver relating to an
options position.148

While commenters may believe that a
mandatory close-out requirement may
potentially impact liquidity, hedging
costs, depth, or spreads, or impact the
willingness of options market makers to
make markets in securities subject to
such a requirement, we believe such
potential effects are justified by our
belief that fails to deliver resulting from
hedging activities by options market
makers should be treated similarly to
fails to deliver resulting from sales in
the equities markets so that market
participants trading threshold securities
in the options markets do not receive an
advantage over those trading such
securities in the equities markets. In
addition, we believe that such potential
costs are justified by the benefits of
requiring that all fails to deliver be
closed out rather than being allowed to
continue indefinitely.

We also believe that the amendments
will have minimal impact on the
promotion of capital formation. Large
and persistent fails to deliver can
deprive shareholders of the benefits of
ownership, such as voting and lending.
They can also be indicative of
potentially manipulative conduct, such
as abusive “naked” short selling. The
deprivation of the benefits of
ownership, as well as the perception
that abusive “naked” short selling is
occurring in certain securities, can
undermine the confidence of investors.
These investors, in turn, may be
reluctant to commit capital to an issuer
they believe to be subject to such
manipulative conduct.

In the Reproposal, we sought
comment on whether the proposed
amendments would promote capital
formation, including whether the
proposed increased short sale
restrictions would affect investors’
decisions to invest in certain equity
securities. Commenters expressed
concern about the potential impact of

148 See, e.g., letter from U.S. Chamber of
Commerce.
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“naked”” short selling on capital
formation claiming that “naked” short
selling causes a drop in an issuer’s stock
price that may limit the issuer’s ability
to access the capital markets.149 Another
commented that the options market
maker exception ““is a well known tool
of manipulators and must be removed to
ensure a level playing field for public
companies and their shareholders.” 150
In addition, one commenter stated that
it believes that the current options
market maker exception “harms
investors and issuers, hinders the
formation of capital, and is fatally
flawed as written” and that it should be
eliminated.51

By requiring that all fails to deliver in
threshold securities be closed out rather
than allowing them to continue
indefinitely, we believe that there will
be a decrease in the number of threshold
securities with persistent and high
levels of fails to deliver. If persistence
on the threshold securities lists leads to
an unwarranted decline in investor
confidence about the security, the
amendments should improve investor
confidence about the security. We also
believe that the amendments will lead
to greater certainty in the settlement of
securities which should strengthen
investor confidence in the settlement
process. The reduction in fails to deliver
and the resulting reduction in the
number of securities on the threshold
securities lists may result in increased
investor confidence.

The amendments to eliminate the
options market maker exception will
also not impose any burden on
competition not necessary or
appropriate in furtherance of the
purposes of the Exchange Act. By
eliminating the options market maker
exception, the Commission believes the
amendments will promote competition
by requiring similarly situated
participants of a registered clearing
agency, including broker-dealers for
which they clear transactions, to close
out fails to deliver in all threshold
securities within similar time-frames.152

149 See, e.g., supra note 19 (citing to comment
letters expressing concern regarding the impact of
potential “naked” short selling on capital
formation).

150 See letter from USANA; see also letter from
Fairfax Financial (stating that the exception should
be eliminated due to its “detrimental impact on
issuers and their shareholders and also because
such exception is susceptible to significant abuse”).

151 See letter from NCANS.

152 Academic research suggests that the ability for
all option market makers to fail when hedging
actually creates a competitive advantage for large
option market makers over small option market
makers. See, e.g., Evans, Richard B., Reed, Adam V.,
Geczy, Christopher Charles and Musto, David K.
“Failure is an Option: Impediments to Short Selling
and Options Prices,” Rev. Financ. Stud. (January

One commenter, in particular, noted
that the options market maker exception
“is a well known tool of manipulators
and must be removed to ensure a level
playing field for public companies and
their shareholders.” 153

As discussed above, commenters who
opposed elimination of the exception
argued that options market makers,
unlike equity market makers, should
have an exception to Regulation SHO’s
close-out requirement because there are
distinct differences between options
market making and market making in
the underlying stock. We do not believe
that for purposes of the close-out
requirement of Regulation SHO, options
and equity market makers should be
treated differently. Due to our concerns
about the potentially negative market
impact of large and persistent fails to
deliver, and the fact that we continue to
observe a small number of threshold
securities with fail to deliver positions
that are not being closed out under
existing delivery and settlement
requirements, we adopted amendments
to eliminate Regulation SHO’s
“grandfather” provision that allowed
fails to deliver resulting from long or
short sales of equity securities to persist
indefinitely if the fails to deliver
occurred prior to the security becoming
a threshold security.15¢ We believe that
once a security becomes a threshold
security, fails to deliver in that security
must be closed out, regardless of
whether or not the fails to deliver
resulted from sales of the security in
connection with the options or equities
markets.

Moreover, we are concerned that the
options market maker exception might
allow for a regulatory arbitrage not
permitted in the equities markets.155 For
example, an options market maker who
sells short to hedge put options
purchased by a market participant
unable to locate shares for a short sale
in accordance with Rule 203(b)(2) of
Regulation SHO may not have to close
out any fails to deliver that result from
such short sales under the options
market maker exception. The ability of
options market makers to sell short and
never have to close out a resulting fail
to deliver position, provided the short
sale was effected to hedge options

2008). The elimination of the options market maker
exception, therefore, will remove this competitive
advantage.

153 See letter from USANA; see also letter from
Fairfax Financial (stating that the exception should
be eliminated due to its “detrimental impact on
issuers and their shareholders and also because
such exception is susceptible to significant abuse”).

154 See 2007 Regulation SHO Final Amendments,
72 FR 45544; see also 2006 Regulation SHO
Proposed Amendments, 71 FR 41710.

155 See Reproposal, 72 FR at 45563.

positions created before the security
became a threshold security, runs
counter to the goal of requiring that all
fails to deliver in threshold securities be
closed out.

IX. Final Regulatory Flexibility
Analysis

The Commission has prepared a Final
Regulatory Flexibility Analysis
(“FRFA”), in accordance with the
provisions of the Regulatory Flexibility
Act (“RFA”),156 regarding the
amendments to Regulation SHO, Rule
203, under the Exchange Act. An Initial
Regulatory Flexibility Analysis
(“IRFA”) was prepared in accordance
with the RFA and was included in the
Reproposal. We solicited comments on
the IRFA.

A. Reasons for and Objectives of the
Amendments

The amendments to Rule 203(b)(3) of
Regulation SHO are intended to further
reduce the number of persistent fails to
deliver in threshold securities by
eliminating the options market maker
exception to Regulation SHO’s close-out
requirement. As a result of the
amendments, all fails to deliver in a
threshold security resulting from short
sales by a registered options market
maker effected to establish or maintain
a hedge on options positions established
before the security became a threshold
security will, like all other fails to
deliver in threshold securities, have to
be closed out in accordance with the
close-out requirements of Regulation
SHO.157

We are concerned that persistent,
large fail positions may have a negative
effect on the market in these securities.
For example, although high fails levels
exist only for a small percentage of
issuers, they may impede the orderly
functioning of the market for such
issuers, particularly issuers of less
liquid securities. A significant level of
fails to deliver in a security may have
adverse consequences for shareholders
who may be relying on delivery of those
shares for voting and lending purposes,
or may otherwise affect an investor’s
decision to invest in that particular
security. In addition, a seller that fails
to deliver securities on trade settlement
date effectively unilaterally converts a
securities contract into an undated
futures-type contract, to which the
buyer might not have agreed, or that
would have been priced differently.

1565 U.S.C. 604.

157 See 17 CFR 242.203(b)(3); see also Interim
Final Temporary Rule, supra notes 42 and 43
(amending Regulation SHO to strengthen the
delivery requirements for sales of all equity
securities).
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Moreover, sellers that fail to deliver
securities on settlement date may enjoy
fewer restrictions than if they were
required to deliver the securities in a
timely manner, and such sellers may
attempt to use this additional freedom
to engage in trading activities that
deliberately depress the price of a
security.

B. Significant Issues Raised by Public
Comment

The IRFA appeared in the Reproposal.
We requested comment on any aspect of
the IRFA. In particular, we requested
comment on: (i) The number of small
entities that would be affected by the
amendment; and (ii) the existence or
nature of the potential impact of the
amendments on small entities. We
requested that the comments specify
costs of compliance with the
amendment, and suggest alternatives
that would accomplish the objectives of
the amendment. We did not receive any
comments that responded specifically to
this request.

C. Small Entities Subject to the
Amendment

The entities covered by the
amendments will include small entities
that are participants of a registered
clearing agency, including small
registered options market makers for
which the participant clears trades or
for which it is responsible for
settlement. In addition, the entities
covered by these amendments will
include small entities that are market
participants that effect sales subject to
the requirements of Regulation SHO.
Most small entities subject to the
amendments will be registered broker-
dealers. Paragraph (c)(1) of Rule 0—-10 158
states that the term ‘“‘small business” or
“small organization,” when referring to
a broker-dealer, means a broker or
dealer that had total capital (net worth
plus subordinated liabilities) of less
than $500,000 on the date in the prior
fiscal year as of which its audited
financial statements were prepared
pursuant to § 240.17a-5(d); and is not
affiliated with any person (other than a
natural person) that is not a small
business or small organization. As of
2007, the Commission estimates that
there were approximately 896 registered
broker-dealers that qualified as small
entities as defined above.159

As noted above, the entities covered
by the amendments will include small

15817 CFR 240.0-10(c)(1).

159 These numbers are based on OEA’s review of
2007 FOCUS Report filings reflecting registered
broker-dealers. This number does not include
broker-dealers that are delinquent on FOCUS
Report filings.

entities that are participants of a
registered clearing agency. As of July 31,
2008, approximately 91% of
participants of the NSCC, the primary
registered clearing agency responsible
for clearing U.S. transactions, were
registered as broker-dealers. Participants
not registered as broker-dealers include
such entities as banks, U.S.-registered
exchanges, and clearing agencies.
Although these entities are participants
of a registered clearing agency, generally
these entities do not engage in the types
of activities that would implicate the
close-out requirements of Regulation
SHO. Such activities of these entities
include creating and redeeming
Exchange Traded Funds, trading in
municipal securities, and using NSCC’s
Envelope Settlement Service or Inter-
city Envelope Settlement Service. These
activities rarely lead to fails to deliver
and, if fails to deliver do occur, they are
small in number and are usually
cleaned up within a day. Thus, such
fails to deliver would not trigger the
close-out provisions of Regulation SHO.

The federal securities laws do not
define what is a “small business” or
“small organization’” when referring to
a bank. The Small Business
Administration regulations define
“small entities” to include banks and
savings associations with total assets of
$165 million or less.160 As of July 31,
2008, no bank that was a participant of
the NSCC was a small entity because
none met these criteria.

Paragraph (e) of Rule 0-10 under the
Exchange Act 161 states that the term
“small business” or “small
organization,” when referring to an
exchange, means any exchange that: (1)
Has been exempted from the reporting
requirements of Rule 11Aa3—1 under the
Exchange Act; and (2) is not affiliated
with any person (other than a natural
person) that is not a small business or
small organization, as defined by Rule
0-10. No U.S. registered exchange is a
small entity because none meets these
criteria.

Paragraph (d) of Rule 0-10 under the
Exchange Act 162 states that the term
“small business” or “small
organization,” when referring to a
clearing agency, means a clearing
agency that: (1) Compared, cleared and
settled less than $500 million in
securities transactions during the
preceding fiscal year (or in the time that
it has been in business, if shorter); (2)
had less than $200 million in funds and
securities in its custody or control at all
times during the preceding fiscal year

160 See 13 CFR 121.201.
16117 CFR 240.0-10(e).
16217 CFR 240.0-10(d).

(or in the time that it has been in
business, if shorter); and (3) is not
affiliated with any person (other than a
natural person) that is not a small
business or small organization as
defined by Rule 0-10. No clearing
agency that is subject to the
requirements of Regulation SHO is a
small entity because none meets these
criteria.

D. Reporting, Recordkeeping, and Other
Compliance Requirements

The amendments to eliminate the
options market maker exception to
Regulation SHO’s close-out requirement
will impose minimal new or additional
reporting, recordkeeping, or compliance
costs on broker-dealers that are small
entities. In order to comply with
Regulation SHO when it became
effective in January, 2005, entities
needed to modify their systems and
surveillance mechanisms. Thus, the
infrastructure necessary to comply with
the amendments to eliminate the
options market maker exception should
already be in place. Any additional
changes to the infrastructure should be
minimal. In addition, entities that will
be subject to the mandatory close-out
requirement of Rule 203(b)(3) of
Regulation SHO should already have
systems in place to close out non-
excepted fails to deliver as required by
Regulation SHO.

E. Agency Action To Minimize Effect on
Small Entities

The RFA directs the Commission to
consider significant alternatives that
would accomplish the stated objectives,
while minimizing any significant
adverse impact on small entities. In
connection with the amendments, the
Commission considered the following
types of alternatives: (a) Establishment
of differing compliance or reporting
requirements or timetables that take into
account the resources available to small
entities; (b) clarification, consolidation,
or simplification of compliance and
reporting requirements under the
amendments for small entities; (c) use of
performance rather than design
standards; and (d) an exemption from
coverage of the amendment, or any part
thereof, for small entities.

A primary goal of the amendments is
to reduce the number of persistent fails
to deliver in threshold securities. As
such, we believe that imposing different
compliance requirements, and possibly
a different timetable for implementing
compliance requirements, for small
entities would undermine the goal of
reducing fails to deliver. In addition, the
rule amendment is already quite simple,
so we do not believe it necessary to
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further clarify, consolidate or simplify
the amendments for small entities. The
Commission also believes that using
performance standards to specify
different requirements for small entities
or exempting small entities from having
to comply with the amendment would
not accomplish the regulatory goal of
adopting a consistent approach to
persistent fails to deliver.

X. Statutory Authority

Pursuant to the Exchange Act and,
particularly, Sections 2, 3(b), 9(h), 10,
11A, 15, 17(a), 17A, and 23(a) thereof,
15 U.S.C. 78b, 78c(b), 78i(h), 78j, 78k—
1, 780, 78q(a), 78q—1, 78w(a), the
Commission is adopting an amendment
to §242.203.

List of Subjects

17 CFR Part 241
Securities.

17 CFR Part 242

Brokers, Fraud, Reporting and
recordkeeping requirements, Securities.

Text of the Amendments to Regulation
SHO

m For the reasons set out in the
preamble, Title 17, Chapter II, of the
Code of Federal Regulations is amended
as follows.

PART 241—INTERPRETATIVE
RELEASES RELATING TO THE
SECURITIES EXCHANGE ACT OF 1934
AND GENERAL RULES AND
REGULATIONS THEREUNDER

m 1. Part 241 is amended by adding
Release No. 34-58775 and the release
date of October 14, 2008 to the list of
interpretative releases.

PART 242—REGULATIONS M, SHO,
ATS, AC, AND NMS, AND CUSTOMER
MARGIN REQUIREMENTS FOR
SECURITY FUTURES

m 2. The authority citation for part 242
continues to read as follows:

Authority: 15 U.S.C. 77g, 77q(a), 77s(a),
78b, 78c, 78g(c)(2), 78i(a), 78j, 78k—-1(c), 781,
78m, 78n, 780(b), 780(c), 780(g), 78q(a),
78q(b), 78q(h), 78wf(a), 78dd-1, 78mm, 80a—
23, 80a—29, and 80a-37.

* * * * *

m 3. Section 242.203 is amended by:
m a. Revising paragraph (b)(3)(iii) and
paragraph (b)(3)(v) to read as follows:

§242.203 Borrowing and delivery
requirements.

* * * * *

(b)* * %

(3***

(iii) Provided, however, that a
participant of a registered clearing

agency that has a fail to deliver position
at a registered clearing agency in a
threshold security on the effective date
of this amendment and which, prior to
the effective date of this amendment,
had been previously excepted from the
close-out requirement in paragraph
(b)(3) of this section (i.e., because the
participant of a registered clearing
agency had a fail to deliver position in
the threshold security that is attributed
to short sales effected by a registered
options market maker to establish or
maintain a hedge on options positions
that were created before the security
became a threshold security), shall
immediately close out that fail to deliver
position, including any adjustments to
the fail to deliver position, within 35
consecutive settlement days of the
effective date of this amendment by
purchasing securities of like kind and
quantity;

* * * * *

(v) If a participant of a registered
clearing agency entitled to rely on the
35 consecutive settlement day close-out
requirement contained in paragraph
(b)(3)(), (b)(3)(ii), or (b)(3)(iii) of this
section has a fail to deliver position at
a registered clearing agency in the
threshold security for 35 consecutive
settlement days, the participant and any
broker or dealer for which it clears
transactions, including any market
maker, that would otherwise be entitled
to rely on the exception provided in
paragraph (b)(2)(ii) of this section, may
not accept a short sale order in the
threshold security from another person,
or effect a short sale in the threshold
security for its own account, without
borrowing the security or entering into
a bona fide arrangement to borrow the
security, until the participant closes out
the fail to deliver position by
purchasing securities of like kind and
quantity;

By the Commission.

Dated: October 14, 2008.

Florence E. Harmon,

Acting Secretary.

[FR Doc. E8—24742 Filed 10-16—08; 8:45 am]
BILLING CODE 8011-01-P

SECURITIES AND EXCHANGE
COMMISSION

17 CFR Part 242

[Release No. 34-58773; File No. S7-30-08]
RIN 3235-AK22

Amendments to Regulation SHO

AGENCY: Securities and Exchange
Commission.

ACTION: Interim final temporary rule;
request for comments.

SUMMARY: The Securities and Exchange
Commission (‘“‘Commission”) is
adopting an interim final temporary rule
under the Securities Exchange Act of
1934 (“Exchange Act”) to address
abusive ‘“‘naked” short selling in all
equity securities by requiring that
participants of a clearing agency
registered with the Commission deliver
securities by settlement date, or if the
participants have not delivered shares
by settlement date, immediately
purchase or borrow securities to close
out the fail to deliver position by no
later than the beginning of regular
trading hours on the settlement day
following the day the participant
incurred the fail to deliver position.
Failure to comply with the close-out
requirement of the temporary rule is a
violation of the temporary rule. In
addition, a participant that does not
comply with this close-out requirement,
and any broker-dealer from which it
receives trades for clearance and
settlement, will not be able to short sell
the security either for itself or for the
account of another, unless it has
previously arranged to borrow or
borrowed the security, until the fail to
deliver position is closed out.

DATES: Effective Date: October 17, 2008
until July 31, 2009. Comment Date:
Comments should be received on or
before December 16, 2008.

ADDRESSES: Comments may be
submitted by any of the following
methods:

Electronic Comments

e Use the Commission’s Internet
comment form (http://www.sec.gov/
rules/final.shtml); or

¢ Send an e-mail to rule-
comments@sec.gov. Please include File
Number S7-30-08 on the subject line;
or

e Use the Federal eRulemaking Portal
(http://www.regulations.gov). Follow the
instructions for submitting comments.

Paper Comments

e Send paper comments in triplicate
to Florence E. Harmon, Acting
Secretary, Securities and Exchange
Commission, 100 F Street, NE.,
Washington, DC 20549-1090.

All submissions should refer to File
Number S7-30-08. This file number
should be included on the subject line
if e-mail is used. To help us process and
review your comments more efficiently,
please use only one method. The
Commission will post all comments on
the Commission’s Internet Web site
(http://www.sec.gov/rules/final.shtml).
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Comments are also available for public
inspection and copying in the
Commission’s Public Reference Room,
100 F Street, NE., Washington, DC
20549 on official business days between
the hours of 10 a.m. and 3 p.m. All
comments received will be posted
without change; we do not edit personal
identifying information from
submissions. You should submit only
information that you wish to make
available publicly.

FOR FURTHER INFORMATION CONTACT:
James A. Brigagliano, Associate
Director, Josephine J. Tao, Assistant
Director, Victoria L. Crane, Branch
Chief, Joan M. Collopy, Special Counsel,
Christina M. Adams and Matthew
Sparkes, Staff Attorneys, Office of
Trading Practices and Processing,
Division of Trading and Markets, at
(202) 551-5720, at the Commission, 100
F Street, NE., Washington, DC 20549—
6628.

SUPPLEMENTARY INFORMATION: We are
adopting temporary Rule 204T of
Regulation SHO [17 CFR 242.204T] as
an interim final temporary rule. We are
soliciting comments on all aspects of the
rule. We will carefully consider the
comments that we receive and intend to
respond to them in a subsequent release.

1. Introduction

Recently, we have become concerned
that there is a substantial threat of
sudden and excessive fluctuations of
securities prices and disruption in the
functioning of the securities markets
that could threaten fair and orderly
markets. These concerns with respect to
financial institutions are evidenced by
our recent publication of emergency
orders under section 12(k) of the
Exchange Act in July (the “July
Emergency Order”’) * and September of
this year (the “Short Sale Ban
Emergency Order”).2 In these orders we
noted our concerns about the possible
use of unfounded rumors regarding the
stability of financial institutions by
short sellers for the purpose of
manipulating the prices of securities
issued by the financial institutions to
increase profits through ‘“naked’” short
selling.3

1 See Exchange Act Release No. 58166 (July 15,
2008), 73 FR 42379 (July 21, 2008) (imposing
borrowing and delivery requirements on short sales
of the equity securities of certain financial
institutions).

2 See Exchange Act Release No. 58592 (Sept. 18,
2008), 73 FR 55169 (Sept. 24, 2008) (temporarily
prohibiting short selling in the publicly traded
securities of certain financial institutions); see also
Exchange Act Release No. 58611 (Sept. 21, 2008),
73 FR 55556 (Sept. 25, 2008) (amending the Short
Sale Ban Emergency Order).

3”Naked” short selling generally refers to selling
short without having borrowed the securities to

Our concerns, however, are not
limited to just the financial institutions
that were the subject of the July
Emergency Order and the Short Sale
Ban Emergency Order. Given the
importance of confidence in our
financial markets as a whole, we have
become concerned about sudden and
unexplained declines in the prices of
equity securities generally. Such price
declines can give rise to questions about
the underlying financial condition of an
institution, which in turn can create a
crisis of confidence even without a
fundamental underlying basis. This
crisis of confidence can impair the
liquidity and ultimate viability of an
institution, with potentially broad
market consequences. These concerns
resulted in our issuance on September
17 of this year of an emergency order
under section 12(k) of the Exchange Act
(the “September Emergency Order”).4
Pursuant to that emergency order we
imposed enhanced delivery
requirements on sales of all equity
securities by adding and making
immediately effective a temporary rule
to Regulation SHO, Rule 204T.5

To further our goal of preventing
substantial disruption in the securities
markets, we are adopting Rule 204T as
an interim final temporary rule, with
some modifications to address
operational and technical concerns
resulting from the requirements of the
temporary rule as adopted in the
September Emergency Order. We intend
that the temporary rule will address
potentially abusive ‘“naked” short

make delivery. See Exchange Act Release No. 50103

(July 28, 2004), 69 FR 48008, 48009 n.10 (Aug. 6,
2004) (“2004 Regulation SHO Adopting Release”);
see also Commission press release, dated July 13,
2008, announcing that the Commission’s Office of
Compliance Inspections and Examinations, as well
as the Financial Industry Regulatory Authority
(“FINRA”) and New York Stock Exchange
Regulation, Inc., (“NYSE”) will immediately
conduct examinations aimed at the prevention of
the intentional spreading of false information
intended to manipulate securities prices. See
http://www.sec.gov/news/press/2008/2008-140.htm.
In addition, in April of this year, the Commission
charged Paul S. Berliner, a trader, with securities
fraud and market manipulation for intentionally
disseminating a false rumor concerning The
Blackstone Group’s acquisition of Alliance Data
Systems Corp (“ADS”). The Commission alleged
that this false rumor caused the price of ADS stock
to plummet, and that Berliner profited by short
selling ADS stock and covering those sales as the
false rumor caused the price of ADS stock to fall.
See http://www.sec.gov/litigation/litreleases/2008/
Ir20537.htm.

4 See Exchange Act Release No. 58572 (Sept. 17,
2008), 73 FR 54875 (Sept. 23, 2008).

5 See id. The September Emergency Order also
made immediately effective amendments to Rule
203(b)(3) of Regulation SHO that eliminate the
options market maker exception from Regulation
SHO’s close-out requirement. It also made
immediately effective Rule 10b-21, a ““naked” short
selling antifraud rule.

selling by requiring that securities be
purchased or borrowed to close out any
fail to deliver position in an equity
security by no later than the beginning
of regular trading hours on the
settlement day following the date on
which the fail to deliver position
occurred. This temporary rule should
provide a powerful disincentive to those
who might otherwise engage in
potentially abusive ‘“naked” short
selling.

II. Background

Short selling involves a sale of a
security that the seller does not own or
a sale which is consummated by the
delivery of a security borrowed by, or
for the account of, the seller.® Short
sales normally are settled by the
delivery of a security borrowed by or on
behalf of the seller. In a “‘naked” short
sale, however, the short seller does not
borrow securities in time to make
delivery to the buyer within the
standard three-day settlement period.?
As aresult, the seller fails to deliver
securities to the buyer when delivery is
due (known as a “fail”” or “fail to
deliver”).8 Sellers sometimes
intentionally fail to deliver securities as
part of a scheme to manipulate the price
of a security,? or possibly to avoid

617 CFR 242.200(a).

7 See 2004 Regulation SHO Adopting Release, 69
FR at 48009 n.10.

8 Generally, investors complete or settle their
security transactions within three settlement days.
This settlement cycle is known as T+3 (or “trade
date plus three days”). T+3 means that when a trade
occurs, the participants to the trade deliver and pay
for the security at a clearing agency three settlement
days after the trade is executed so the brokerage
firm can exchange those funds for the securities on
that third settlement day. The three-day settlement
period applies to most security transactions,
including stocks, bonds, municipal securities,
mutual funds traded through a brokerage firm, and
limited partnerships that trade on an exchange.
Government securities and stock options settle on
the next settlement day following the trade (or T+1).
In addition, Rule 15¢6—1 prohibits broker-dealers
from effecting or entering into a contract for the
purchase or sale of a security that provides for
payment of funds and delivery of securities later
than the third business day after the date of the
contract unless otherwise expressly agreed to by the
parties at the time of the transaction. 17 CFR
240.15¢6—1; Exchange Act Release No. 33023 (Oct.
7,1993), 58 FR 52891 (Oct. 13, 1993). However,
failure to deliver securities on T+3 does not violate
Rule 15c6-1; see also Exchange Act Release No.
56212 (Aug. 7, 2007), 72 FR 45544, n. 2 (Aug. 14,
2007) (“2007 Regulation SHO Final Amendments”).

9In 2003, the Commission settled a case against
certain parties relating to allegations of
manipulative short selling in the stock of a
corporation. The Commission alleged that the
defendants profited from engaging in massive
“naked” short selling that flooded the market with
the stock, and depressed its price. See Rhino
Advisors, Inc. and Thomas Badian, Lit. Rel. No.
18003 (Feb. 27, 2003); see also SEC v. Rhino
Advisors, Inc. and Thomas Badian, Civ. Action No.
03 civ 1310 (RO) (S.D.N.Y); see also Exchange Act

Continued
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borrowing costs associated with short
sales, especially when the costs of
borrowing stock are high.

Although the majority of trades settle
within the standard three-day
settlement cycle (“T+3"),10 we adopted
Regulation SHO 1? on July 28, 2004, in
part to address problems associated
with persistent fails to deliver securities
and potentially abusive ‘“naked” short
selling. For example, Regulation SHO
requires broker-dealers to ““locate”
securities that the broker-dealer
reasonably believes can be delivered
within the standard three-day
settlement period.12

Another requirement of Regulation
SHO aimed at potentially abusive
“naked” short selling and reducing fails
to deliver in certain equity securities is
the rule’s “close-out” requirement.
Specifically, Rule 203(b)(3) requires
participants 13 of a registered clearing
agency,'* which includes broker-

Release No. 48709 (Oct. 28, 2003), 68 FR 62972,
62975 (Nov. 6, 2003) (“2003 Regulation SHO
Proposing Release”) (describing the alleged activity
in the case involving stock of Sedona Corporation);
2004 Regulation SHO Adopting Release, 69 FR at
48016, n.76.

10 According to the National Securities Clearing
Corporation (“NSCC”), 99% (by dollar value) of all
trades settle within T+3. Thus, on an average day,
approximately 1% (by dollar value) of all trades,
including equity, debt, and municipal securities fail
to settle on time.

1117 CFR 242.200. Regulation SHO became
effective on January 3, 2005.

1217 CFR 242.203(b)(1). Rule 203(b)(1) of
Regulation SHO requires that, “A broker or dealer
may not accept a short sale order in an equity
security from another person, or effect a short sale
in an equity security for its own account, unless the
broker or dealer has: (i) Borrowed the security, or
entered into a bona-fide arrangement to borrow the
security; or (ii) Reasonable grounds to believe that
the security can be borrowed so that it can be
delivered on the date delivery is due; and (iii)
Documented compliance with this paragraph
(b)(1).”” This is known as the “locate” requirement.
Market makers engaged in bona fide market making
in the security at the time they effect the short sale
are excepted from this requirement.

13 For purposes of Regulation SHO, the term
“participant” has the same meaning as in section
3(a)(24) of the Exchange Act. See 15 U.S.C.
78c(a)(24).

14The term ‘“‘registered clearing agency” means a
clearing agency, as defined in Section 3(a)(23)(A) of
the Exchange Act, that is registered as such
pursuant to Section 17A of the Exchange Act. See
15 U.S.C. 78c(a)(23)(A) and 78g-1, respectively; see
also 2004 Regulation SHO Adopting Release, 69 FR
at 48031. The majority of equity trades in the
United States are cleared and settled through
systems administered by clearing agencies
registered with the Commission. The National
Securities Clearing Corporation (“NSCGC”) clears
and settles the majority of equity securities trades
conducted on the exchanges and in the over-the-
counter market. NSCC clears and settles trades
through the Continuous Net Settlement (“CNS”)
system, which nets the securities delivery and
payment obligations of all of its members. NSCC
notifies its members of their securities delivery and
payment obligations daily. In addition, NSCC
guarantees the completion of all transactions and
interposes itself as the contraparty to both sides of
the transaction.

dealers, to purchase shares to close out
fails to deliver in securities with large
and persistent fails to deliver, i.e.,
“threshold securities.” 15 Until the
position is closed out, the participant
responsible for the fail to deliver
position and any broker-dealer from
which it receives trades for clearance
and settlement may not effect further
short sales in that threshold security
without first borrowing or arranging to
borrow the securities.16

As adopted, Regulation SHO included
two major exceptions to the close-out
requirement: The “grandfather”
provision and the “options market
maker” exception. The “grandfather”
provision had provided that fails to
deliver established prior to a security
becoming a threshold security did not
have to be closed out in accordance
with Regulation SHO’s thirteen
consecutive settlement day close-out
requirement.

Due to our concerns about the
potentially negative market impact of
large and persistent fails to deliver, and
the fact that we continued to observe
threshold securities with fail to deliver
positions that are not being closed out
under existing delivery and settlement
requirements, effective on October 15,
2007, we adopted an amendment to
Regulation SHO that eliminated the
“grandfather” exception to Regulation
SHO'’s close-out requirement.1?

The options market maker exception
excepted any fail to deliver position in
a threshold security resulting from short
sales effected by a registered options
market maker to establish or maintain a
hedge on options positions that were
created before the underlying security
became a threshold security. On
September 17, 2008, as part of the
September Emergency Order, we
adopted and made immediately
effective an amendment to Rule
203(b)(3) of Regulation SHO to

15Rule 203(c)(6) of Regulation SHO defines a
“threshold security” as any equity security of an
issuer that is registered pursuant to Section 12 of
the Exchange Act (15 U.S.C. 78]) or for which the
issuer is required to file reports pursuant to Section
15(d) of the Exchange Act (15 U.S.C. 780(d)) for
which there is an aggregate fail to deliver position
for five consecutive settlement days at a registered
clearing agency of 10,000 shares or more, and that
is equal to at least 0.5% of the issue’s total shares
outstanding; and is included on a list disseminated
to its members by a self-regulatory organization
(“SRO”). See 17 CFR 242.203(c)(6).

16 See 17 CFR 242.203(b)(3)(iv).

17 See 2007 Regulation SHO Final Amendments,
72 FR 45544. This amendment also contained a
one-time phase-in period that provided that
previously-grandfathered fails to deliver in a
security that was a threshold security on the
effective date of the amendment must be closed out
within 35 consecutive settlement days from the
effective date of the amendment. The phase-in
period ended on December 5, 2007.

eliminate the options market maker
exception to the rule’s close-out
requirement.® Following the issuance
of the September Emergency Order, we
adopted amendments making
permanent the elimination of the
options market maker exception.® As
we discussed in the 2008 Regulation
SHO Final Amendments, we believe it
was appropriate to eliminate the options
market maker exception in part because
substantial levels of fails to deliver
continue to persist in threshold
securities and it appears that a
significant number of these fails to
deliver are as a result of the options
market maker exception.20

In addition to the actions we have
taken aimed at reducing fails to deliver
and addressing potentially abusive
“naked” short selling in threshold
securities, we have also taken action
targeting potentially abusive “naked”
short selling in both threshold and non-
threshold securities. For example, in the
September Emergency Order we
adopted and made immediately
effective a “naked” short selling anti-
fraud rule, Rule 10b—21, aimed at
sellers, including broker-dealers acting
for their own accounts, who deceive
certain specified persons about their
intention or ability to deliver securities
in time for settlement and that fail to
deliver securities by settlement date.21
Following the issuance of the September
Emergency Order, we adopted final
amendments making Rule 10b-21
permanent.22

Also, as mentioned above, in the July
Emergency Order and the Short Sale
Ban Emergency Order, we took
emergency action targeting ‘naked”
short selling in the securities of certain
financial firms that included non-
threshold securities. Specifically, on
July 15, 2008, we published the July

18 See September Emergency Order, supra note 4.
19 See Exchange Act Release No. 58775 (Oct. 14,
2008) (adopting final amendments to Rule 203(b)(3)
of Regulation SHO to eliminate the options market

maker exception from the rule’s close-out
requirement) (“2008 Regulation SHO Final
Amendments”); see also Exchange Act Release No.
56213 (Aug. 7, 2007), 72 FR 45558 (Aug. 14. 2007)
(“2007 Regulation SHO Proposed Amendments);
Exchange Act Release No. 54154 (July 14, 2006), 71
FR 41710 (July 21, 2006) (“2006 Regulation SHO
Proposed Amendments”); Exchange Act Release
No. 58107 (July 7, 2008), 73 FR 40201 (July 14,
2008) (“2008 Regulation SHO Re-Opening
Release”).

20 See 2008 Regulation SHO Final Amendments,
supra note 19; see also 2008 Regulation SHO Re-
Opening Release, 73 FR 40201.

21 See September Emergency Order, supra note 4.

22 See Exchange Act Release No. 58774 (Oct. 14,
2008) (“Anti-Fraud Rule Adopting Release”); see
also Exchange Act Release No. 57511 (March 17,
2008), 73 FR 15376 (March 21, 2008) (“‘Anti-Fraud
Rule Proposing Release”).
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Emergency Order 23 that temporarily
imposed enhanced requirements on
short sales in the publicly traded
securities of certain substantial financial
firms. The July Emergency Order
required that, in connection with
transactions in the publicly traded
securities of the substantial financial
firms identified in Appendix A to the
Emergency Order (“Appendix A
Securities”’), no person could effect a
short sale in the Appendix A Securities
using the means or instrumentalities of
interstate commerce unless such person
or its agent had borrowed, or arranged
to borrow, the security or otherwise had
the security available to borrow in its
inventory, prior to effecting such short
sale. The July Emergency Order also
required that the short seller deliver the
security on settlement date, prohibiting
any fails to deliver in the Appendix A
Securities.?4

We issued the July Emergency Order
because we were concerned that false
rumors regarding financial institutions
of significance in the U.S. may have
fueled market volatility in the securities
of some of these institutions. As we
noted in the July Emergency Order, false
rumors can lead to a loss of confidence
in our markets. Such loss of confidence
can lead to panic selling, which may be
further exacerbated by “naked” short
selling. As a result, the prices of
securities may artificially and
unnecessarily decline below the price
level that would have resulted from the
normal price discovery process. If
significant financial institutions are
involved, this chain of events can
threaten disruption of our markets.25

On July 29, 2008, we extended the
July Emergency Order after carefully
reevaluating the current state of the
markets in consultation with officials of
the Board of Governors of the Federal
Reserve System, the Department of the
Treasury, and the Federal Reserve Bank
of New York and remaining concerned
about the ongoing threat of market
disruption and effects on investor

23 See supra note 1.

24 See id.

25We delayed the effective date of the July
Emergency Order to July 21, 2008 to create the
opportunity to address, and to allow sufficient time
for market participants to make, adjustments to
their operations to implement the enhanced
requirements. Moreover, in addressing anticipated
operational accommodations necessary for
implementation of the July Emergency Order, we
issued an amendment to the July Emergency Order
on July 18, 2008. See Exchange Act Release No.
58190 (July 18, 2008) (excepting from the July
Emergency Order bona fide market makers, short
sales in Appendix A Securities sold pursuant to
Rule 144 of the Securities Act of 1933, and certain
short sales by underwriters, or members of a
syndicate or group participating in distributions of
Appendix A Securities).

confidence.2% Pursuant to the extension,
the July Emergency Order terminated at
11:59 p.m. EDT on August 12, 2008.

Due to our continued concerns
regarding recent market conditions and
that short selling in the securities of a
wider range of financial institutions
than those subject to the July Emergency
Order may be causing sudden and
excessive fluctuations of the prices of
such securities that could threaten fair
and orderly markets, on September 18,
2008, we issued the Short Sale Ban
Emergency Order.27 The Short Sale Ban
Emergency Order temporarily
prohibited any person from effecting a
short sale in the publicly traded
securities of certain financial
institutions. On October 2, 2008, we
extended the Short Sale Ban Emergency
Order due to our continued concerns
regarding the ongoing threat of market
disruption and investor confidence in
the financial markets.28 Pursuant to the
extension, the Short Sale Ban
Emergency Order terminated at 11:59
p-m. EDT on October 8, 2008.

Our concerns are no longer limited to
just the financial institutions that were
the subject of the July Emergency Order
and the Short Sale Ban Emergency
Order. Given the importance of
confidence in our financial markets as a
whole, we have become concerned
about sudden and unexplained declines
in the prices of equity securities
generally. These concerns resulted in
our adopting and making immediately
effective in the September Emergency
Order the enhanced delivery
requirements contained in temporary
Rule 204T.29 For the reasons explained
in detail herein, today we are adopting
the temporary rule as set forth in the
September Emergency Order, with
modifications to address technical and
operational concerns resulting from the
requirements of the temporary rule.

III. Concerns About ‘“Naked” Short
Selling

We have been concerned about
“naked” short selling and, in particular,
abusive “naked” short selling, for some
time. As discussed above, such concerns
were a primary reason for our adoption
of Regulation SHO in 2004, the
elimination of the “grandfather” and
options market maker exceptions to

26 See Exchange Act Release No. 58248 (July 29,
2008), 73 FR 45257 (Aug. 4, 2008).

27 See supra note 2.

28 See Exchange Act Release No. 58723 (Oct. 2,
2008) (stating that the Short Sale Ban Emergency
Order would terminate the earlier of (i) three
business days from the President’s signing of the
Emergency Economic Stabilization Act of 2008
(H.R. 1424), or (ii) 11:59 p.m. E.D.T. on Friday,
October 17, 2008).

29 See September Emergency Order, supra note 4.

Regulation SHO’s close-out
requirement, the adoption of a “naked”
short selling antifraud rule, and our
recent issuance of the July Emergency
Order, Short Sale Ban Emergency Order,
and the September Emergency Order.

Despite these Commission actions,
due to our continuing concerns about
the potential impact of “naked” short
selling on the weakened financial
markets, we believe it is necessary to
immediately adopt as an interim final
temporary rule, temporary rule 204T,
with some modifications to address
technical and operational concerns
resulting from the rule’s requirements as
set forth in the September Emergency
Order. We believe that adoption of
temporary rule 204T as an interim final
temporary rule is necessary to further
address abusive “naked” short selling
and, therefore, fails to deliver resulting
from such short sales, in all equity
securities. As we have stated on several
prior occasions, we believe that all
sellers of securities should promptly
deliver, or arrange for delivery of,
securities to the respective buyer and all
buyers of securities have a right to
expect prompt delivery of securities
purchased.30 In addition, as we have
stated on several prior occasions, we are
concerned about the negative effect that
fails to deliver may have on the markets
and shareholders.3?

For example, large and persistent fails
to deliver may deprive shareholders of
the benefits of ownership, such as
voting and lending.32 In addition, where
a seller of securities fails to deliver
securities on settlement date, in effect
the seller unilaterally converts a
securities contract (which is expected to
settle within the standard three-day
settlement period) into an undated
futures-type contract, to which the
buyer might not have agreed, or that
might have been priced differently.33
Moreover, sellers that fail to deliver
securities on settlement date may
attempt to use this additional freedom
to engage in trading activities to
improperly depress the price of a
security. For example, by not borrowing
securities and, therefore, not making
delivery within the standard three-day
settlement period, the seller does not
incur the costs of borrowing.

30 See, e.g., Anti-Fraud Rule Proposing Release,
73 FR at 15376.

31 See, e.g., 2007 Regulation SHO Final
Amendments, 72 FR at 45544; 2006 Regulation SHO
Proposed Amendments, 71 FR at 41712; 2007
Regulation SHO Proposed Amendments, 72 FR at
45558-45559; Anti-Fraud Rule Proposing Release,
73 FR at 15378.

32 See id.

33 See id.
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In addition, issuers and investors
have repeatedly expressed concerns
about fails to deliver in connection with
manipulative ‘“naked” short selling. For
example, in response to proposed
amendments to Regulation SHO in
2006 34 designed to further reduce the
number of persistent fails to deliver in
certain equity securities by eliminating
Regulation SHO’s “‘grandfather”
exception, and limiting the duration of
the rule’s options market maker
exception, we received a number of
comments that expressed concerns
about “naked” short selling and
extended delivery failures.3°
Commenters continued to express these
concerns in response to proposed
amendments to eliminate the options
market maker exception to the close-out
requirement of Regulation SHO in
2007.36

To the extent that fails to deliver
might be part of manipulative ‘“naked”
short selling, which could be used as a
tool to drive down a company’s stock
price,37 such fails to deliver may
undermine the confidence of
investors.38 These investors, in turn,
may be reluctant to commit capital to an

34 See 2006 Regulation SHO Proposed
Amendments, 71 FR 41710.

35 See, e.g., letter from Patrick M. Byrne,
Chairman and Chief Executive Officer,
Overstock.com, Inc., dated Sept. 11, 2006; letter
from Daniel Behrendt, Chief Financial Officer, and
Douglas Klint, General Counsel, TASER
International, dated Sept. 18, 2006; letter from John
Royece, dated April 30, 2007; letter from Michael
Read, dated April 29, 2007; letter from Robert
DeVivo, dated April 26, 2007; letter from Ahmed
Akhtar, dated April 26, 2007.

36 See, e.g., letter from Jack M. Wedam, dated Oct.
16, 2007; letter from Michael J. Ryan, Executive
Director and Senior Vice President, Center for
Capital Markets Competitiveness, U.S. Chamber of
Commerce, dated Sept. 13, 2007 (“U.S. Chamber of
Commerce”); letter from Robert W. Raybould, CEO
Enteleke Capital Corp., dated Sept. 12, 2007
(“Raybould”); letter from Mary Helburn, Executive
Director, National Coalition Against Naked
Shorting, dated Sept. 11, 2007 (“NCANS”).

37 See supra note 9 (discussing a case in which
we alleged that the defendants profited from
engaging in massive “naked” short selling that
flooded the market with the company’s stock, and
depressed its price); see also S.E.C. v. Gardiner, 48
S.E.C. Docket 811, No. 91 Civ. 2091 (S.D.N.Y.
March 27, 1991) (alleged manipulation by sales
representative by directing or inducing customers to
sell stock short in order to depress its price); U.S.
v. Russo, 74 F.3d 1383, 1392 (2d Cir. 1996) (short
sales were sufficiently connected to the
manipulation scheme as to constitute a violation of
Exchange Act Section 10(b) and Rule 10b-5).

38]n response to the 2007 Regulation SHO
Proposed Amendments, we received comment
letters discussing the impact of fails to deliver on
investor confidence. See, e.g., letter from NCANS.
Commenters expressed similar concerns in
response to the 2006 Regulation SHO Proposed
Amendments. See, e.g., letter from Mary Helburn,
Executive Director, National Coalition Against
Naked Shorting, dated Sept. 30, 2006 (“NCANS
(2006)"); letter from Richard Blumenthal, Attorney
General, State of Connecticut, dated Sept. 19, 2006
(“Blumenthal”).

issuer they believe to be subject to such
manipulative conduct.39 In addition,
issuers may believe that they have
suffered unwarranted reputational
damage due to investors’ negative
perceptions regarding fails to deliver in
the issuer’s security.4® Unwarranted
reputational damage caused by fails to
deliver might have an adverse impact on
the security’s price.4?

IV. Discussion of Temporary Rule 204T

A. Rule 204T’s Close-Out Requirement

In these unusual and extraordinary
times and in an effort to prevent
substantial disruption to the securities
markets, we have concluded that it is
necessary to immediately adopt as an

39In response to the 2007 Regulation SHO
Proposed Amendments, we received comment
letters expressing concern about the impact of
potential “naked” short selling on capital
formation, claiming that “‘naked” short selling
causes a drop in an issuer’s stock price and may
limit the issuer’s ability to access the capital
markets. See, e.g., letter from Robert K. Lifton,
Chairman and CEO, Medis Technologies, Inc., dated
Sept. 12, 2007 (“Medis”); letter from NCANS.
Commenters expressed similar concerns in
response to the 2006 Regulation SHO Proposed
Amendments. See, e.g., letter from Congressman
Tom Feeney—Florida, U.S. House of
Representatives, dated Sept. 25, 2006 (‘“Feeney”);
see also letter from Zix Corporation, dated Sept. 19,
2006 (“Zix") (stating that “[m]any investors
attribute the Company’s frequent re-appearances on
the Regulation SHO list to manipulative short
selling and frequently demand that the Company
“do something” about the perceived manipulative
short selling. This perception that manipulative
short selling of the Company’s securities is
continually occurring has undermined the
confidence of many of the Company’s investors in
the integrity of the market for the Company’s
securities.”).

40Due in part to such concerns, some issuers have
taken actions to attempt to make transfer of their
securities “custody only,” (i.e., certificating the
securities and prohibiting ownership by a securities
intermediary) thus preventing transfer of their stock
to or from securities intermediaries such as the
Depository Trust Company (“DTC”) or broker-
dealers. See Exchange Act Release No. 48709 (Oct.
28, 2003), 68 FR 62972, at 62975 (Nov. 6, 2003).
Some issuers have attempted to withdraw their
issued securities on deposit at DTC in order to make
the securities ineligible for book-entry transfer at a
securities depository. See id. Withdrawing
securities from DTC or requiring custody-only
transfers would undermine the goal of a national
clearance and settlement system designed to reduce
the physical movement of certificates in the trading
markets. See id. We note, however, that in 2003 the
Commission approved a DTC rule change clarifying
that its rules provide that only its participants may
withdraw securities from their accounts at DTC,
and establishing a procedure to process issuer
withdrawal requests. See Exchange Act Release No.
47978 (June 4, 2003), 68 FR 35037 (June 11, 2003).

41 See 2006 Regulation SHO Proposed
Amendments, 71 FR at 41712; 2007 Regulation SHO
Amendments, 72 FR at 45544; 2007 Regulation SHO
Proposed Amendments, 72 FR at 45558-45559;
Anti-Fraud Rule Proposing Release, 73 FR at 15378
(providing additional discussion of the impact of
fails to deliver on the market); see also Exchange
Act Release No. 48709 (Oct. 28, 2003), 68 FR 62972,
62975 (Nov. 6, 2003) (discussing the impact of
“naked” short selling on the market).

interim final temporary rule, temporary
rule Rule 204T, with some
modifications to address technical and
operational concerns resulting from the
rule’s requirements as set forth in the
September Emergency Order. We
believe that adoption of the temporary
rule will substantially restrict the
practice of potentially abusive ‘“naked”
short selling in all equity securities by
strengthening the delivery requirements
for such securities.*2

Specifically, temporary Rule 204T(a)
provides that a participant of a
registered clearing agency must deliver
securities to a registered clearing agency
for clearance and settlement on a long
or short sale in any equity security by
settlement date, or if a participant of a
registered clearing agency has a fail to
deliver position at a registered clearing
agency in any equity security for a long
or short sale transaction in that equity
security, the participant shall, by no
later than the beginning of regular
trading hours 43 on the settlement day 44
following the settlement date,
immediately close out the fail to deliver
position by borrowing or purchasing
securities of like kind and quantity.45

Temporary Rule 204T(a)’s close-out
requirement requires a participant of a
registered clearing agency that has a fail
to deliver position at a registered
clearing agency on the settlement date
for a transaction to immediately borrow
or purchase securities to close out the
amount of the fail to deliver position by
no later than the beginning of regular
trading hours on the settlement day
following the settlement date (the
“Close-Out Date’’). This close-out
requirement requires that the
participant take affirmative action to
purchase or borrow securities. Thus, a
participant may not offset the amount of
its settlement date fail to deliver
position with shares that the participant
receives or will receive on the Close-Out

42 As noted above, in a “naked” short sale, the
short seller does not borrow or arrange to borrow
securities in time to make delivery to the buyer
within the standard three-day settlement period. As
a result, the seller fails to deliver securities to the
buyer when delivery is due. See supra note 7 and
supporting text.

43 “Regular trading hours’ has the same meaning
as in Rule 600(b)(64) of Regulation NMS. Rule
600(b)(64) provides that “Regular trading hours
means the time between 9:30 a.m. and 4 p.m.
Eastern Time, or such other time as is set forth in
the procedures established pursuant to
§242.605(a)(2).”

44 The term “‘settlement day” is defined in Rule
203(c)(5) of Regulation SHO as: “* * * any
business day on which deliveries of securities and
payments of money may be made through the
facilities of a registered clearing agency.” 17 CFR
242.203(c)(5).

45 See temporary Rule 204T(a).
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Date.*® To meet its close-out obligation
a participant also must be able to
demonstrate on its books and records
that on the Close-Out Date it purchased
or borrowed shares in the full quantity
of its settlement date fail to deliver
position and, therefore, that the
participant has a net flat or net long
position on its books and records in that
equity security on the Close-Out Date.

The temporary rule defines a
“settlement date” as ““the business day
on which delivery of a security and
payment of money is to be made
through the facilities of a registered
clearing agency in connection with the
sale of a security.” 47 This definition is
consistent with Rule 15c6-1 that
prohibits broker-dealers from effecting
or entering into a contract for the
purchase or sale of a security that
provides for payment of funds and
delivery of securities later than the third
business day after the date of the
contract unless otherwise expressly
agreed to by the parties at the time of
the transaction.*8

Because most transactions settle by
T+3 and because delivery on all sales
should be made by settlement date,
participants should consider having in
place policies and procedures to help
ensure that delivery is being made by
settlement date. We intend to examine
participants’ policies and procedures to
determine whether such policies and
procedures monitor for delivery by
settlement date.*9

Similar to the existing close-out
requirement of Rule 203(b)(3) of
Regulation SHO, the temporary rule is
based on a participant’s fail to deliver
position at a registered clearing agency.
As noted above, the NSCC clears and
settles the majority of equity securities
trades conducted on the exchanges and
in the over-the-counter markets. NSCC
clears and settles trades through the
CNS system, which nets the securities
delivery and payment obligations of all
of its members. NSCC notifies its
members of their securities delivery and
payment obligations daily. Because the
temporary rule is based on a
participant’s fail to deliver position at a
registered clearing agency, the

46 In determining its close-out obligation, a
participant may rely on its net delivery obligation
as reflected in its notification from NSCC regarding
its securities delivery and payment obligations,
provided such notification is received prior to the
beginning of regular trading hours on the Close-Out
Date.

47 See temporary Rule 204T(f)(1).

48 See 17 CFR 240.15¢6-1.

49 Of course, broker-dealers must comply with
any applicable SRO policies and procedures
requirements. For example, NASD Rule 3010
contains, among other things, written procedures
requirements for member firms.

temporary rule is consistent with
current settlement practices and
procedures and with the Regulation
SHO framework regarding delivery of
securities.50

In addition, similar to Rule
203(b)(3)(vi) of Regulation SHO, the
temporary rule provides that a
participant may reasonably allocate its
responsibility to close out a fail to
deliver position to another broker-dealer
from which the participant receives
trades for clearance or settlement.5?
Specifically, temporary Rule 204T(d)
provides that if a participant of a
registered clearing agency reasonably
allocates a portion of a fail to deliver
position to another registered broker or
dealer for which it clears trades or from
which it receives trades for settlement,
based on such broker’s or dealer’s short
position, the provisions of Rule 204T(a)
and (b) relating to such fail to deliver
position shall apply to such registered
broker or dealer that was allocated the
fail to deliver position, and not to the
participant.52

Thus, participants that are able to
identify the accounts of broker-dealers
for which they clear or from which they
receive trades for settlement, could
allocate the responsibility to close out
the fail to deliver position to the
particular broker-dealer account(s)
whose trading activities have caused the
fail to deliver position provided the
allocation is reasonable (e.g., the
allocation must be timely). Absent such
identification, however, the participant
would remain subject to the close-out
requirement.

Unlike Rule 203(b)(3)(vi) of
Regulation SHO, temporary Rule
204T(d) imposes an additional
notification requirement on a broker-

50 See 17 CFR 242.203(b)(3) (Regulation SHO’s
close-out requirement). Consistent with current
industry practice under Regulation SHO, with
respect to a net syndicate short position created in
connection with a distribution of a security that is
part of a fail to deliver position at a registered
clearing agency, the requirements of temporary Rule
204T shall not apply provided action is taken to
close out the net syndicate short position by no
later than the beginning of regular trading hours on
the thirtieth day after commencement of sales in the
distribution. See e.g., Exchange Act Release No.
58190 (July 18, 2008) (amending the July
Emergency Order to provide an exception from its
requirements for fails to deliver in connection with
syndicate offerings).

51 See 17 CFR 242.203(b)(3)(vi). Rule 203(b)(3)(vi)
provides that “[i]f a participant of a registered
clearing agency reasonably allocates a portion of a
fail to deliver position to another registered broker
or dealer for which it clears trades or for which it
is responsible for settlement, based on such broker
or dealer’s short position, then the provisions of
this paragraph (b)(3) relating to such fail to deliver
position shall apply to the portion of such
registered broker or dealer that was allocated the
fail to deliver position, and not to the participant.”

52 See temporary Rule 204T(d).

dealer that has been allocated
responsibility for complying with the
rule’s requirements. Specifically,
temporary Rule 204T(d) provides that a
broker or dealer that has been allocated
a portion of a fail to deliver position that
does not comply with the provisions of
temporary Rule 204T(a) must
immediately notify the participant that
it has become subject to the borrowing
requirements of temporary Rule
204T(b).53 We are adopting this
notification requirement so that
participants will know when a broker-
dealer for which they clear and settle
trades has become subject to the
temporary rule’s borrowing
requirements.

The temporary rule also differs from
the current close-out requirement of
Regulation SHO in that it applies to fails
to deliver in all equity securities rather
than only to those securities with a large
and persistent level of fails to deliver,
i.e., threshold securities. A primary
purpose of the temporary rule is to
prevent the use of “naked” short selling
as part of a manipulative scheme. To
achieve this purpose, the rule must
apply to all equity securities, regardless
of the level or persistence of any fails to
deliver in such securities. In addition,
as discussed above, we believe that all
sellers of securities should promptly
deliver, or arrange for delivery of,
securities to the respective buyer and all
buyers of securities have a right to
expect prompt delivery of securities
purchased. We believe this should be
the case for sales in all equity securities
and are adopting this temporary rule to
further that goal.

Regulation SHO, as adopted in 2004,
was a first step in trying to reduce
persistent fails to deliver and address
abusive ‘‘naked” short selling. In
Regulation SHO, we took a targeted
approach, imposing additional delivery
requirements on securities with a
substantial and persistent amount of
fails to deliver. As we stated in the 2004
Regulation SHO Adopting Release, we
took this targeted approach at that time
in an effort not to burden the vast
majority of securities where there are
not similar concerns regarding
settlement.54 In addition, Regulation
SHO'’s close-out requirement was
adopted to address potential abuses that
may occur with large, extended fails to
deliver.55> We also noted in the 2004
Regulation SHO Adopting Release,
however, that we would pay close
attention to the operation and efficacy of

53 See id.

54 See 2004 Regulation SHO Adopting Release, 69
FR at 48016.

55 See id. at 48017.
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the provisions we were adopting at that
time and would consider whether any
further action was warranted.>6

Because of continued concerns about
the potentially negative market impact
of fails to deliver, and the fact that
through our monitoring of the efficacy
of Regulation SHO’s close-out
requirement we continued to observe
threshold securities with fail to deliver
positions that are not being closed out
under existing delivery and settlement
requirements, we eliminated the
“grandfather” and options market maker
exceptions to Regulation SHO’s close-
out requirements.57

However, we are concerned that
Regulation SHO’s current provisions
have not gone far enough in reducing
fails to deliver and addressing
potentially abusive “naked” short
selling.58 More is needed to reduce fails
to deliver and to address potentially
abusive “naked” short selling,
especially in light of the current
instability and lack of investor
confidence in the financial markets.59 In
addition, because Regulation SHO’s
close-out requirement applies only to
threshold securities, fails to deliver in
non-threshold securities never have to
be closed out.® We believe that
adoption of temporary rule 204T as an
interim final temporary rule is necessary
to curtail fails to deliver in both
threshold and non-threshold securities
to further address abusive ‘““naked’ short
selling in such securities.

As discussed above, due to our
concerns about potentially abusive

56 See id. at 48018.

570On June 13, 2007, we adopted amendments to
eliminate the “‘grandfather” exception to Regulation
SHO’s close-out requirement. On September 17,
2008, in the September Emergency Order, we
adopted amendments to eliminate the options
market maker exception, which amendments were
subsequently made permanent. See supra notes 17,
18 and 19.

58 See, e.g., 2007 Regulation SHO Final
Amendments, 72 FR 45544 (eliminating the
“grandfather” exception to Regulation SHO’s close-
out requirement due to our observing continued
fails to deliver in threshold securities); 2008
Regulation SHO Final Amendments, supra note 19
(eliminating the options market maker exception to
Regulation SHO’s close-out requirement due to
substantial levels of fails to deliver continuing to
persist in optionable threshold securities).

59 See, e.g., letter from Leland Chan, General
Counsel, California Bankers Association, dated Aug.
21, 2008; letter from Eric C. Jensen, Esq., Cooley
Godward Kronish L.P., dated Aug. 21, 2008; letter
from Steven B. Boehm and Cynthia M. Krus,
Sutherland Asbill Brennan LLP, dated July 31,
2008; letter from James J. Angel, Professor of
Finance, Georgetown University, McDonough
School of Business, dated Aug. 20, 2008; letter from
Tuan Nguyen, dated Aug. 8, 2008.

60 OEA estimates that fails to deliver in non-
threshold securities averaged approximately 624
million shares or $4.6 billion in value per day from
January to July 2008. These fails account for
approximately 54.5% (56.6%) of all fail to deliver
shares (by dollar value).

“naked” short selling in certain non-
threshold securities, we recently issued
the July Emergency Order to temporarily
impose enhanced requirements on short
sales in the Appendix A Securities.
Following our issuance of the July
Emergency Order, we issued the Short
Sale Ban Emergency Order in which we
took the additional step of prohibiting
short selling in the securities of a wider
range of financial institutions than those
subject to the July Emergency Order. In
addition, we issued the September
Emergency Order which, in part,
imposed enhanced delivery
requirements for transactions in all
equity securities and made effective
immediately a “naked” short selling
antifraud rule. We took these emergency
actions because we were concerned
about panic selling in securities due to
a loss of confidence that could be
further exacerbated by “naked” short
selling.

Following the issuance of the July
Emergency Order, members of the
public have repeatedly expressed their
concerns about a loss of confidence in
the financial markets.6? In addition,
since the termination of the July
Emergency Order and the issuance of
the Short Sale Ban Emergency Order
and the September Emergency Order,
we have continued our evaluation of the
markets and our discussions with the
Federal Reserve, Treasury, and the
Federal Reserve Bank of New York
regarding the state of the financial
markets. In light of these processes, we
have determined that we must take
action to adopt as an interim final
temporary rule, temporary Rule 204T, to
substantially restrict “‘naked” short
selling in all equity securities. As with
the July Emergency Order, the Short
Sale Ban Emergency Order, and the
September Emergency Order, we are
adopting this temporary rule as a
preventative step to help restore market
confidence.

In addition to applying the temporary
rule to fails to deliver in all equity
securities, rather than just threshold
securities, the temporary rule also
differs from the close-out requirement of
Rule 203(b)(3) of Regulation SHO in that

61 See, e.g., letter from Tom Donohue, President,
U.S. Chamber of Commerce, dated July 15, 2008;
letter from Ron Heller, dated July 21, 2008; letter
from Ronald L. Rourk, dated July 21, 2008; letter
from Wayne Jett, Managing Principal and Chief
Economist at Classical Capital, LLC, dated July 24,
2008; letter from Edward Herlilhy and Theodore
Levine, Wachtell, Lipton, Rosen and Katz, LLP,
dated Sept. 16, 2008; letter from Sen. Hillary
Rodham Clinton, dated Sept. 17, 2008; letter from
Representative D. Burton, dated Sept. 18, 2008;
letter from Elliott Bossen, Chief Investment Officer
at Silverback Asset Management, dated Sept. 24,
2008.

it shortens the close-out period for such
fails to deliver.62 For the reasons
discussed below, rather than requiring
close out of a fail to deliver position
within thirteen consecutive settlement
days (or 10 days after settlement date),
temporary Rule 204T requires a
participant to immediately purchase or
borrow shares to close out a fail to
deliver position by no later than the
beginning of regular trading hours on
the settlement day following the day on
which the fail to deliver position occurs.

As noted above, trades in most
securities generally settle within a three-
day settlement cycle, known as T+3 (or
“trade date plus three days”’). T+3
means that when a trade occurs, the
participants to the trade are expected to
deliver and pay for the security at a
clearing agency three settlement days
after the trade is executed so the
brokerage firm can exchange those
funds for the securities on that third
business day. The three-day settlement
period applies to most security
transactions, including stocks, bonds,
municipal securities, mutual funds
traded through a brokerage firm, and
limited partnerships that trade on an
exchange. Government securities and
stock options typically settle on the next
business day following the trade (or
T+1).63 We believe that delivery on all
sales should be made by settlement date
and, therefore, in temporary Rule 204T
we are requiring that fails to deliver in
all equity securities be closed out by no
later than the beginning of regular
trading hours on the Close-Out Date.

In the 2004 Regulation SHO Adopting
Release we stated we were adopting a
thirteen consecutive settlement day
close-out requirement in part because
the close-out requirement applied to
fails to deliver resulting from long and
short sales in threshold securities, and
extending the time period to ten days
after settlement date for a transaction
would make the close-out requirement
consistent with Rule 15¢3—3(m).64 In
addition, we noted in that release that
ten days after settlement was also the
timeframe used at that time in NASD
Rule 11830.65 We also acknowledged
that a shorter timeframe, such as two
days after settlement, may capture many

62Rule 203(b)(3) of Regulation SHO provides: “If
a participant of a registered clearing agency has a
fail to deliver position at a registered clearing
agency in a threshold security for thirteen
consecutive settlement days, the participant shall
immediately thereafter close out the fail to deliver
position by purchasing securities of like kind and
quantity.” See 17 CFR 242.203(b)(3).

63 See supra note 8.

64 See 17 CFR 240.15¢3-3(m).

65 See 2004 Regulation SHO Adopting Release, 69
FR at 48017, n.93.
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instances of ordinary course settlement
delays.66

In addition, we have stated previously
that the vast majority of fails to deliver
are closed out within five days after
T+3.67 In addition, a recent analysis by
our Office of Economic Analysis found
that more than half of all fails to deliver
and more than 70% of all fail to deliver
positions are closed out within two
settlement days after T+3.68 Although
this information shows that delivery is
being made, it demonstrates that often
delivery is not being made until several
days following the standard three-day
settlement cycle. In addition, the
current close-out requirement for
threshold securities under Regulation
SHO and the lack of any close-out
requirement for non-threshold securities
under Regulation SHO enables fails to
deliver to persist for many days beyond
settlement date. We believe that
allowing fails to deliver to extend out
beyond settlement date for a transaction
is too long.

We have continuously monitored the
extent of fails to deliver and abusive
“naked” short selling in the markets.
We believe that allowing fails to deliver
in all equity securities to persist for
thirteen consecutive settlement days (10
days after settlement date) if such
securities are threshold securities, or
indefinitely if such securities are not
threshold securities, is too long. As
discussed above, fails to deliver may be
indicative of a scheme to manipulate the
price of a security. In addition, we are
concerned about the negative effect that
fails to deliver and potentially abusive
“naked” short selling may have on the
market and the broader economy,
including on investor confidence.
Temporary Rule 204T addresses these
concerns by requiring a participant to
immediately close out a fail to deliver
position by purchasing or borrowing
securities by no later than the beginning
of regular trading hours on the Close-
Out Date.

We believe we should act to require
earlier close out so that more sales settle
by settlement date. Indeed, we believe
that delivery on all sales should be
made by settlement date. As we discuss
above, and as we have stated on several

66 See id.

67 See, e.g., 2007 Regulation SHO Final
Amendments, 72 FR at 45544, n.5.

68 OEA’s analysis examined the period from
January to July 2008 and used the age of the fail
to deliver position as reported by the NSCC. The
NSCC data included only securities with at least
10,000 shares in fails to deliver. We note that these
numbers included securities that were not subject
to the close-out requirement in Rule 203(b)(3) of
Regulation SHO, which applies only to “threshold
securities’ as defined in Rule 203(c)(6) of
Regulation SHO.

prior occasions, we believe that all
sellers of securities should promptly
deliver, or arrange for delivery of,
securities to the respective buyer and all
buyers of securities have a right to
expect prompt delivery of securities
purchased.®® Although the temporary
rule’s close-out requirement may
capture some instances of ordinary
course settlement delays, we believe
that the temporary rule’s close-out
requirement is necessary to help ensure
that fails to deliver in all equity
securities settle by settlement date. In
addition, as discussed above, due to our
belief that delivery should be made by
settlement date, participants should
consider having policies and procedures
in place to monitor for the delivery of
securities by settlement date.

We understand, however, that fails to
deliver may occur from long sales
within the first two settlement days after
settlement date for legitimate reasons.
For example, human or mechanical
errors or processing delays can result
from transferring securities in custodial
or other form rather than book-entry
form, thereby causing a fail to deliver on
a long sale within the normal three-day
settlement period.

Thus, temporary Rule 204T(a)(1)
includes an exception from the
temporary rule’s close-out requirement
for fail to deliver positions resulting
from long sales of all equity securities.
Specifically, temporary Rule 204T(a)(1)
provides that if a participant of a
registered clearing agency has a fail to
deliver position at a registered clearing
agency in any equity security and the
participant can demonstrate on its books
and records that such fail to deliver
position resulted from a long sale, the
participant shall by no later than the
beginning of regular trading hours on
the third consecutive settlement day
following the settlement date,
immediately close out the fail to deliver
position by purchasing securities of like
kind and quantity.7°

B. Borrowing Requirements

If a participant does not purchase or
borrow shares, as applicable, to close
out a fail to deliver position in

69 See supra note 30.

70 See temporary Rule 204T(a)(1). We note that if
a person that has loaned a security to another
person sells the security and a bona fide recall of
the security is initiated within two business days
after trade date, the person that has loaned the
security will be “deemed to own” the security for
purposes of Rule 200(g)(1) of Regulation SHO, and
such sale will not be treated as a short sale for
purposes of temporary Rule 204T. In addition, a
broker-dealer may mark such orders as “long” sales
provided such marking is also in compliance with
Rule 200(c) of Regulation SHO. Thus, the close-out
requirement of temporary Rule 204T(a)(1) applies to
sales of such securities.

accordance with temporary Rule 204T,
the participant violates the close-out
requirement of the temporary rule. In
addition, the temporary rule imposes on
the participant for its own trades and on
all broker-dealers from which that
participant receives trades for clearance
and settlement (including introducing
and executing brokers), a requirement to
borrow or arrange to borrow securities
prior to accepting or effecting further
short sales in that security.

Specifically, temporary Rule 204T(b)
provides that the participant and any
broker or dealer from which it receives
trades for clearance and settlement,
including any market maker that is
otherwise entitled to rely on the
exception provided in Rule 203(b)(2)(iii)
of Regulation SHO,7! may not accept a
short sale order in an equity security
from another person, or effect a short
sale order in such equity security for its
own account, to the extent that the
broker or dealer submits its short sales
to that participant for clearance and
settlement, without first borrowing the
security, or entering into a bona-fide
arrangement to borrow the security,
until the participant closes out the fail
to deliver position by purchasing
securities of like kind and quantity and
that purchase has cleared and settled at
a registered clearing agency.72

The borrow requirements of
temporary Rule 204T(b) are consistent
with the requirements of Rule
203(b)(3)(iv) of Regulation SHO for a
participant that has not closed out a fail
to deliver position in a threshold
security that has persisted for thirteen
consecutive settlement days.”3 Similar
to Regulation SHO, the temporary rule
is aimed at addressing potentially
abusive “naked” short selling. To that
end, we believe it is appropriate to
include in the temporary rule borrow
requirements for broker-dealers,

71 See 17 CFR 242.203(b)(2)(iii) (providing an
exception from Regulation SHO’s “locate”
requirement for short sales effected by a market
maker in connection with bona fide market making
activities in the securities for which the exception
is claimed).

72 See temporary Rule 204T(b).

73 See 17 CFR 242.203(b)(3)(iv). Rule 203(b)(3)(iv)
of Regulation SHO provides that ““[i]f a participant
of a registered clearing agency has a fail to deliver
position at a registered clearing agency in a
threshold security for thirteen consecutive
settlement days, the participant and any broker or
dealer for which it clears transactions, including
any market maker that would otherwise be entitled
to rely on the exception provided in paragraph
(b)(2)(iii) of this section, many not accept a short
sale order in the threshold security from another
person, or effect a short sale in the threshold
security for its own account, without borrowing the
security or entering into a bona fide arrangement to
borrow the security, until the participant closes out
the fail to deliver position by purchasing securities
of like kind and quantity.”
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including participants, that sell short a
security that has a fail to deliver
position that has not been closed out in
accordance with the requirements of the
temporary rule. We believe that the
borrow requirements of temporary Rule
204T(b) will further our goal of limiting
fails to deliver and addressing abusive
“naked” short selling by promoting the
prompt and accurate clearance and
settlement of securities transactions. By
requiring that participants and broker-
dealers from which they receive trades
for clearance and settlement borrow or
arrange to borrow securities prior to
accepting or effecting short sales in the
security that has a fail to deliver
position that has not been closed out,
the temporary rule will help to ensure
that shares will be available for delivery
on the short sale by settlement date and,
thereby, help to avoid additional fails to
deliver occurring in the security.

Unlike the borrow requirements of
Rule 203(b)(3)(iv) of Regulation SHO,
however, the borrow requirements of
the temporary rule specify that
participants must notify all broker-
dealers from which they receive trades
for clearance and settlement that a fail
to deliver position has not been closed
out in accordance with temporary Rule
204T. Specifically, temporary Rule
204T(c) provides that the participant
must notify any broker or dealer from
which it receives trades for clearance
and settlement, including any market
maker that is otherwise entitled to rely
on the exception provided in Rule
203(b)(2)(iii) of Regulation SHO,* (a)
that the participant has a fail to deliver
position in an equity security at a
registered clearing agency that has not
been closed out in accordance with the
requirements of temporary Rule 204T,
and (b) when the purchase that the
participant has made to close out the
fail to deliver position has cleared and
settled at a registered clearing agency.”s

We are including this notification
requirement in temporary Rule 204T(c)
so that all broker-dealers that submit
trades for clearance and settlement to a
participant that has a fail to deliver
position in a security that has not been
closed out in accordance with
temporary Rule 204T will be on notice
that short sales in that security to be
cleared or settled through that
participant will be subject to the borrow
requirements of temporary Rule 204T(b)
until the fail to deliver position has
been closed out.

74 See 17 CFR 203(b)(2)(iii) (providing for an
exception from the “locate”” requirement for market
makers engaged in bona fide market making in that
security at the time of the short sale).

75 See temporary Rule 204T(c).

The temporary rule, however,
includes an exception from the
borrowing requirements for any broker-
dealer that can demonstrate that it was
not responsible for any part of the fail
to deliver position of the participant.
Specifically, temporary Rule 204T(b)(1)
provides that a broker or dealer shall not
be subject to the requirements of
temporary Rule 204T(b) if the broker or
dealer timely certifies to the participant
that it has not incurred a fail to deliver
position on settlement date for a long or
short sale in an equity security for
which the participant has a fail to
deliver position at a registered clearing
agency or that the broker or dealer is in
compliance with the requirements of
temporary Rule 204T(e).”® We have
included this exception because we do
not believe that a broker-dealer should
be subject to the borrowing
requirements of the temporary rule if
the broker-dealer can demonstrate that it
did not incur a fail to deliver position
in the security on settlement date.

In addition, as noted above, the
temporary rule provides that a
participant may reasonably allocate
(e.g., the allocation must be timely) its
responsibility to close out a fail to
deliver position to another broker-dealer
for which the participant clears or from
which the participant receives trades for
settlement. Thus, to the extent that the
participant can identify the broker-
dealer(s) that have contributed to the
fail to deliver position, and the
participant has reasonably allocated the
close-out obligation to the broker-
dealer(s), the requirement to borrow or
arrange to borrow prior to effecting
further short sales in that security will
apply to only those particular broker-
dealer(s).

C. Pre-Fail Credit

To avoid the borrow or arrangement
to borrow requirement of temporary
Rule 204T(a), a participant could close-
out the fail by borrowing and delivering
securities sufficient to close-out the fail
to deliver position prior to the
beginning of regular trading hours on
the Close-Out Date. If, however, the
participant does not succeed in
eliminating the fail to deliver position
the participant can only close out that
position by immediately borrowing or
purchasing securities to close out the
fail to deliver position by no later than
the beginning of regular trading hours
on the Close-Out Date in accordance
with temporary Rule 204T.

76 See temporary Rule 204T(b)(1). Temporary
Rule 204T(e) is discussed in detail below in Section
IV.C.

To encourage close outs of fail to
deliver positions prior to the Close-Out
Date, similar to the September
Emergency Order,?7 temporary Rule
204T(e) provides that a broker-dealer
can satisfy the temporary rule’s close-
out requirement by purchasing
securities in accordance with the
conditions of that provision (i.e., broker-
dealers will receive “pre-fail credit” for
the purchase). Specifically, temporary
Rule 204T(e) provides that even if a
participant of a registered clearing
agency has not closed out a fail to
deliver position at a registered clearing
agency in accordance with temporary
Rule 204T(a), or has not allocated a fail
to deliver position to a broker or dealer
in accordance with temporary Rule
204T(d), a broker or dealer shall not be
subject to the requirements of
paragraphs (a) or (b) of the temporary
rule if the broker or dealer purchases
securities prior to the beginning of
regular trading hours on the Close-Out
Date for a long or short sale to close out
an open short position, and if:

(1) The purchase is bona fide;

(2) The purchase is executed on, or
after, trade date but by no later than the
end of regular trading hours on
settlement date for the transaction;

(3) The purchase is of a quantity of
securities sufficient to cover the entire
amount of the open short position; and

(4) The broker or dealer can
demonstrate that it has a net long
position or net flat position on its books
and records on the settlement day for
which the broker or dealer is seeking to
demonstrate that it has purchased
shares to close out its open short
position.

To receive pre-fail credit under
temporary Rule 204T(e), the purchase
must be “bona fide.” Thus, where a
broker-dealer enters into an arrangement
with another person to purchase
securities, and the broker-dealer knows
or has reason to know that the other
person will not deliver securities in
settlement of the transaction, the
purchase will not be considered to be
“bona fide.” 78 In addition, the purchase

77 See Exchange Act Release No. 58711 (Oct. 1,
2008) (stating that in connection with extending the
September Emergency Order, the Commission
incorporates and adopts the Division of Trading and
Markets: Guidance Regarding the Commission’s
Emergency Order Goncerning Rules to Protect
Investors Against “Naked’” Short Selling Abuses
and the Division of Trading and Markets Guidance
Regarding Sale of Loaned but Recalled Securities).

78 See 17 CFR 203(b)(3)(vii) (discussing bona fide
purchases for purposes of Regulation SHO). It is
possible under Regulation SHO that a close out by
a participant of a registered clearing agency may
result in a fail to deliver position at another
participant if the counterparty from which the
participant purchases securities fails to deliver.
However, Regulation SHO prohibits a participant of
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must be of a quantity of securities
sufficient to cover the entire amount of
the open short position.”®

Temporary Rule 204T(e) also requires
that to receive pre-fail credit, the
purchase must be executed on, or after,
trade date but by no later than the end
of regular trading hours on the
settlement date of the transaction that
resulted in the fail to deliver position at
a registered clearing agency.89 The
purpose of this provision is to
encourage broker-dealers to close out
fail to deliver positions prior to the
beginning of regular trading hours on
the Close-Out Date.

In addition, to help ensure that
broker-dealers purchase sufficient
shares to close out their fail to deliver
positions, temporary Rule 204T(e)
requires that the broker-dealer claiming
pre-fail credit be net long or net flat on
the settlement day on which the broker-
dealer is claiming pre-fail credit.8 In
addition, the temporary Rule 204T(e)
requires that the broker-dealer be able to
demonstrate that it has complied with
this requirement.82 This requirement
will enable the Commission and SROs
to monitor more effectively whether or
not a broker-dealer has complied with
the requirements of temporary Rule
204T(e).

D. Market Makers

To allow market makers to facilitate
customer orders in a fast moving
market, similar to the September
Emergency Order,83 temporary rule
includes a limited exception from the
rule’s close-out and borrowing
requirements for fails to deliver
attributable to bona fide market making
activities by registered market makers,
options market makers, or other market
makers obligated to quote in the over-
the-counter market. Specifically,

a registered clearing agency, or a broker-dealer for
which it clears transactions, from engaging in
“sham close outs” by entering into an arrangement
with a counterparty to purchase securities for
purposes of closing out a fail to deliver position and
the purchaser knows or has reason to know that the
counterparty will not deliver the securities, and
which thus creates another fail to deliver position.
See id. at (b)(3)(vii); 2004 Regulation SHO Adopting
Release, 69 FR at 48018 n.96. In addition, we note
that borrowing securities, or otherwise entering into
an arrangement with another person to create the
appearance of a purchase would not satisfy the
close-out requirement of Regulation SHO. For
example, the purchase of paired positions of stock
and options that are designed to create the
appearance of a bona fide purchase of securities but
that are nothing more than a temporary stock
lending arrangement would not satisfy Regulation
SHO's close-out requirement.

79 See temporary Rule 204T(e)(3).

80 See temporary Rule 204T(e)(2).

81 See temporary Rule 204T(e)(4).

82 See id.

83 See supra note 77.

temporary Rule 204T(a)(3) provides that
if a participant of a registered clearing
agency has a fail to deliver position at
a registered clearing agency in any
equity security that is attributable to
bona fide market making activities by a
registered market maker, options market
maker, or other market maker obligated
to quote in the over-the-counter market
(individually a “Market Maker,”
collectively “Market Makers”), the
participant shall by no later than the
beginning of regular trading hours on
the third consecutive settlement day
following the settlement date,
immediately close out the fail to deliver
position by purchasing securities of like
kind and quantity.84

In addition, similar to the September
Emergency Order,?° the temporary rule
excepts Market Makers from the
borrowing requirements of temporary
Rule 204T(b) if the Market Maker can
demonstrate that it does not have an
open fail to deliver position at the time
of any additional short sales. The
borrowing requirements of the
temporary rule apply to all broker-
dealers from which a participant of a
registered clearing agency receives
trades for clearance and settlement. To
allow Market Makers to facilitate
customer orders, we do not believe that
a Market Maker should be subject to the
temporary rule’s borrowing
requirements if the Market Maker does
not have an open fail to deliver at the
time of any additional short sales.

E. Sales Pursuant to Rule 144

The temporary rule includes an
exception for sales of all equity
securities pursuant to Rule 144 under
the Securities Act of 1933 (“Securities
Act”).86 Specifically, temporary Rule
204T(a)(2) provides that if a participant
of a registered clearing agency has a fail
to deliver position at a registered
clearing agency in an equity security
sold pursuant to Rule 144 for thirty-five
consecutive settlement days after the
settlement date for a sale in that equity
security, the participant shall, by no

84 See temporary Rule 204T(a)(3). Unlike the
September Emergency Order, however, the
temporary rule does not require a Market Maker to
which a fail to deliver position at a registered
clearing agency is attributable to attest in writing to
the market on which it is registered that the fail to
deliver position at issue was established solely for
the purpose of meeting its bona fide market making
obligations and the steps the Market Maker has
taken in an effort to deliver securities to its
registered clearing agency. We believe the costs of
such a requirement would outweigh the benefits.
We note, however, that as with any exception, a
broker-dealer would have to evidence eligibility for,
and compliance with, the requirements of the
exception.

85 See supra note 77.

86 See 17 CFR 230.144.

later than the beginning of regular
trading hours on the thirty-sixth
consecutive settlement day following
the settlement date for the transaction,
immediately close out the fail to deliver
position by purchasing securities of like
kind and quantity.8”

Regulation SHO provides an
exception from the “locate” requirement
of Rule 203(b)(1) for situations where a
broker-dealer effects a short sale on
behalf of a customer that is deemed to
own the security pursuant to Rule 200
of Regulation SHO, although, through
no fault of the customer or broker-
dealer, it is not reasonably expected that
the security will be in the physical
possession or control of the broker-
dealer by settlement date and, therefore,
is a “‘short” sale under the marking
requirements of Rule 200(g).88 Rule
203(b)(2)(ii) of Regulation SHO provides
that in such circumstances, delivery
must be made on the sale as soon as all
restrictions on delivery have been
removed, and in any event no later than
35 days after trade date, at which time
the broker-dealer that sold on behalf of
the person must either borrow securities
or close out the open position by
purchasing securities of like kind and
quantity.89 In addition, recently we
adopted amendments to the close-out
requirement of Regulation SHO to allow
fails to deliver resulting from sales of
threshold securities pursuant to Rule
144 to be closed out within 35 rather
than 13 consecutive settlement days.90

Securities sold pursuant to Rule 144
under the Securities Act are formerly
restricted securities that a seller is
“deemed to own,” as defined by Rule
200(a) of Regulation SHO.91 The
securities, however, may not be capable
of being delivered on the settlement
date due to processing delays related to
removal of the restricted legend and,
therefore, sales of these securities
frequently result in fails to deliver.

87 See temporary Rule 204T(a)(2).

88 Pursuant to Rule 200(g)(2) of Regulation SHO,
as adopted in August 2004, generally these sales
were marked “‘short exempt.” See 2004 Regulation
SHO Adopting Release, 69 FR at 48030-48031; but
cf. Exchange Act Release No. 55970 (June 28, 2007),
72 FR 36348 (July 3, 2007) (removing the “short
exempt”’ marking requirement).

89 See 17 CFR 242.203(b)(2)(ii). In the 2004
Regulation SHO Adopting Release, the Commission
stated that it believed that 35 calendar days is a
reasonable outer limit to allow for restrictions on
a security to be removed if ownership is certain. In
addition, the Commission noted that Section
220.8(b)(2) of Regulation T of the Federal Reserve
Board allows 35 calendar days to pay for securities
delivered against payment if the delivery delay is
due to the mechanics of the transactions. See 2004
Regulation SHO Adopting Release, 69 FR at 48015,
n.72.

90 See 2007 Regulation SHO Final Amendments,
72 FR at 45550—45551.

91 See 17 CFR 242.200(a).
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Consistent with our statements in
connection with our recent amendments
to Regulation SHO in connection with
closing out fails to deliver in threshold
securities sold pursuant to Rule 144, we
believe that a close-out requirement of
35 consecutive settlement days from
settlement date for fails to deliver
resulting from sales of all equity
securities sold pursuant to Rule 144,
will permit the orderly settlement of
such sales without the risk of causing
market disruption due to unnecessary
purchasing activity (particularly if the
purchases are for sizable quantities of
stock). Because the security being sold
will be received as soon as all
processing delays have been removed,
this additional time will allow
participants to close out fails to deliver
resulting from the sale of the security
with the security sold, rather than
having to close out such fail to deliver
position by purchasing securities in the
market.92

If, however, a fail to deliver position
resulting from the sale of an equity
security pursuant to Rule 144 is not
closed out in accordance with
temporary Rule 204T(a)(2), the
borrowing requirements of temporary
Rule 204T(b) will apply. Thus, if a
participant does not close out a fail to
deliver position at a registered clearing
agency in accordance with temporary
Rule 204T(a)(2), the temporary rule
prohibits the participant, and any
broker-dealer from which it receives
trades for clearance and settlement,
including market makers, from
accepting any short sale orders or
effecting further short sales in the
particular security without borrowing,
or entering into a bona-fide arrangement
to borrow, the security until the
participant closes out the entire fail to
deliver position by purchasing
securities of like kind and quantity and
that purchase has cleared and settled at
a registered clearing agency.93

92 We understand that sellers that own restricted
equity securities that wish to sell pursuant to an
effective resale registration statement under Rule
415 under the Securities Act experience similar
types of potential settlement delays as sales of
securities pursuant to Rule 144 under the Securities
Act. Thus, fails to deliver in such securities may be
closed out in accordance with temporary Rule
204T(a)(2) if the fails to deliver resulted from sales
of securities that were outstanding at the time they
were sold and the sale occurred after a registration
has become effective. In addition, we understand
that sales pursuant to broker-assisted cashless
exercises of compensatory options to purchase a
company’s stock, may result in potential settlement
delays and, therefore, fails to deliver. Such fails to
deliver may be closed out in accordance with
temporary Rule 204T(a)(2).

93 See temporary Rule 204T(b).

V. Other Matters

The Administrative Procedure Act
generally requires an agency to publish
notice of a proposed rulemaking in the
Federal Register.9¢ This requirement
does not apply, however, if the agency
“for good cause finds * * * that notice
and public procedure are impracticable,
unnecessary, or contrary to the public
interest.” 95 Further, the Administrative
Procedure Act also generally requires
that an agency publish an adopted rule
in the Federal Register 30 days before
it becomes effective.9¢ This
requirement, however, does not apply if
the agency finds good cause for making
the rule effective sooner.97

For the reasons discussed throughout
this release, we believe that we have
good cause to act immediately to adopt
this rule on an interim final temporary
basis. The September Emergency Order,
in which we adopted and made
immediately effective temporary Rule
204T expires at 11:59 p.m. EDT on
October 17, 2008. As discussed
throughout this release, we have
determined it is necessary to act
immediately and adopt this rule on an
interim final temporary basis so that
temporary rule 204T remains in effect in
the form set forth herein following the
expiration of the September Emergency
Order.

This temporary rule takes effect on
October 17, 2008. For the reasons
discussed above, we have acted on an
interim final temporary basis. We
emphasize that we are requesting
comments on the temporary rule and
will carefully consider the comments
we receive and respond to them in a
subsequent release. Moreover, this is a
temporary rule, and will expire on July
31, 2009. Setting a termination date for
the rule will necessitate further
Commission action no later than the end
of that period if the Commission intends
to continue the same, or similar,
requirements contained in the
temporary rule.

The sunset provision will enable the
Commission to assess the operation of
the temporary rule and intervening
developments, including a restoration of
stability to the financial markets, as well
as public comments, and consider
whether to continue the rule with or
without modification or not at all.

We find that there is good cause to
have the temporary rule take effect on
October 17, 2008 and that notice and
public procedure in advance of
effectiveness of the rule are

94 See 5 U.S.C. §553(b).
95 Id.,
96 See 5 U.S.C. §553(d).
97 Id.

impracticable, unnecessary, and
contrary to the public interest.98

VI. Request for Comment

We are requesting comments from all
members of the public. We will
carefully consider the comments that we
receive and intend to respond to them
in a subsequent release. We seek
comment generally on all aspects of the
temporary rule. In addition, we seek
comment on the following:

O The temporary rule requires
participants to immediately close out a
fail to deliver position by no later than
the beginning of regular trading hours
on the Close-Out Date. Should we
narrow the close-out requirement
further? Should we allow a longer or
shorter period of time within which to
close out a fail to deliver position? What
would be the justifications for allowing
a shorter or longer close-out period?

O Are there any operational or
compliance issues related to complying
with the requirement in temporary Rule
204T(a) to immediately purchase or
borrow securities “‘by no later than the
beginning of regular trading hours”’?
Should we allow a participant to take
steps to purchase or borrow securities
after the beginning of regular trading
hours on the Close-Out Date to satisfy
temporary Rule 204T(a)? If so, how
much time after the beginning of regular
trading hours should we provide? For
example, should we allow trading
during an opening auction that
commences after the beginning of
regular trading hours or should we
provide until noon? Alternatively,
should we allow participants to
purchase or borrow securities at any
time on the Close-Out Date to satisfy the
temporary rule’s close-out requirement?
What would be the costs and benefits of
allowing additional time beyond the
beginning of regular trading hours on
the Close-Out Date for the participant to
purchase or borrow securities to close
out a fail to deliver position?

O Temporary Rule 204T(f)(1) defines
“settlement date” as “‘the business day
on which delivery of a security and
payment of money is to be made
through the facilities of a registered
clearing agency in connection with the
sale of a security.” Is this an appropriate
definition of ““settlement date”?

© Due to our expectation that delivery
of securities on all sales should be made

98 This finding also satisfies the requirements of
5 U.S.C. 808(2), allowing the rules to become
immediately effective notwithstanding the
requirements of 5 U.S.C. 801 (if a Federal agency
finds that notice and public comment are
“impractical, unnecessary, or contrary to the public
interest,” a rule “shall take effect at such time as
the Federal agency promulgating the rule
determines.”).
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by settlement date, we state in the
release that participants should consider
having in place policies and procedures
to monitor for the delivery of securities
by settlement date. Should we adopt a
rule requiring that participants have in
place such policies and procedures?

O Should a de minimus amount of
fails to deliver be excepted from the
close-out requirements of the temporary
rule? If so, what should be the de
minimus amount?

O Should the temporary rule be
expanded to apply to debt as well as
equity securities? Please explain.

© The temporary rule requires that a
participant purchase securities by no
later than the beginning of regular
trading hours on the third settlement
day after the settlement date for a fail to
deliver position resulting from a long
sale transaction. What are the costs
associated with purchasing versus
borrowing securities to close out a fail
to deliver position? Should we permit
participants to close out a fail to deliver
position for long sale transactions by
borrowing as well as purchasing
securities? Please explain.

O The temporary rule allows a
participant to close out a fail to deliver
position attributable to bona fide market
making activity by a registered market
maker, options market maker, or other
market maker obligated to quote in the
over-the-counter market by purchasing
securities of like kind and quantity by
no later than the beginning of regular
trading hours on the third settlement
day after the settlement date. Should
this close-out period be a shorter or
longer time-frame? Please explain. What
would be the costs and benefits of a
longer or shorter close-out period for
such fails to deliver?

© The temporary rule does not
include a complete exception from its
close-out requirement for options
market makers with fails to deliver
resulting from short sales effected to
establish or maintain a hedge on options
positions. We seek comment regarding
the impact of the temporary rule on
options market makers that are subject
to the close-out requirement of the
temporary rule. For example, we seek
comment regarding the impact of the
temporary rule, if any, on liquidity,
spread widths, and quote depth in the
securities that are subject to the
temporary rule.

O The temporary rule allows a
participant to close out a fail to deliver
position resulting from a sale of an
equity security pursuant to Rule 144 of
the Securities Act by no later than the
beginning of regular trading hours on
the thirty-sixth consecutive settlement
day after the settlement date. Are there

other types of sales that encounter
settlement delays due to processing
requirements similar to sales of Rule
144 securities that should have an
exception from the close-out
requirements of temporary Rule
204T(a)? Please explain.

© What impact will the temporary
rule have on borrowing costs? Please
explain. What impact will the
temporary rule have on legitimate short
selling and market efficiency?

O An arrangement to borrow means a
bona fide agreement to borrow the
security such that the security being
borrowed is set aside at the time of the
arrangement solely for the person
requesting the security. Should we
define “arrangement to borrow’ as
requiring a contract between the broker-
dealer and the lending source?

© Should temporary Rule 204T(b)
require that participants and broker-
dealers from which participants receive
trades for clearance and settlement
borrow securities prior to effecting
further short sales, rather than allowing
for either an arrangement to borrow or
a borrow? If a fail to deliver position has
not been closed out in accordance with
temporary Rule 204T, should we
prohibit the participant, and any broker-
dealer from which it receives trades for
clearance and settlement, from effecting
any further short sales until the fail to
deliver position has been closed out?

O If a participant becomes subject to
the requirements of temporary Rule
204T(b), the participant will be required
to borrow or arrange to borrow
securities prior to settlement at a
registered clearing agency of the
purchase to close out the fail to deliver
position. What are the costs associated
with this requirement?

O Temporary Rule 204T(c) imposes a
notification requirement on
participants. Will such a notification
requirement impose operational or
systems costs on participants? What
types of communication mechanisms
will participants use to comply with
this requirement of the temporary rule?
What will be the costs and benefits of
this notification requirement?

O The temporary rule allows a broker-
dealer to obtain pre-fail credit if it
purchases securities in accordance with
the conditions specified in temporary
Rule 204T(e). Are there any operational
or compliance concerns associated with
the conditions of temporary Rule
204T(e)? To what extent, if any, will
temporary Rule 204T(e) encourage
broker-dealers to close out a fail to
deliver position prior to the Close-Out
Date?

O The temporary rule does not
propose amendments to the “locate”

requirement of Rule 203(b)(1) of
Regulation SHO. In addition to the
temporary rule, should we also require
that broker-dealers arrange to borrow, or
borrow, equity securities prior to
effecting short sales in those equity
securities? How would this impact the
liquidity and availability of such equity
securities overall? How would this
affect lending rates for such equity
securities?

O The temporary rule imposes a
close-out requirement on fails to deliver
for all equity securities. Due to this hard
delivery requirement is it necessary to
retain the “locate” requirement of
Regulation SHO for short sales? What
are the benefits of continuing to require
that broker-dealers have a reasonable
grounds to believe that a security can be
borrowed so that it can be delivered by
settlement date if a participant is
required to immediately close out a fail
to deliver position by no later than the
beginning of regular trading hours on
the Close-Out Date?

O The temporary rule does not allow
any exceptions for fails to deliver due to
mechanical aspects of corporate events,
such as equity offers, including initial
public offerings (“IPOs”),99 and tender
offers. Will the temporary rule cause
any disruption to these corporate
events? For example, will the temporary
rule interfere with the ability of
underwriters to provide price support?
Would any disruption warrant an
exception for certain corporate events?
If so, should the exception focus on
particular corporate events and why?
How much time is needed for securities
subject to such corporate events to be
delivered? Would providing exceptions
for such securities create opportunities
for price manipulation?

VII. Paperwork Reduction Act

A. Background

Temporary Rule 204T contains
“collection of information”
requirements within the meaning of the
Paperwork Reduction Act of 1995
(“Paperwork Reduction Act”).100 We
submitted these requirements to the

99 See Amy Edwards and Kathleen Weiss Hanley,
Short Selling in Initial Public Offerings (2008)
http://ssrn.com/abstract=981242 showing that fails
to deliver in IPOs are not from ‘“‘naked” short
selling but instead seem to be related to fails to
deliver resulting from long sales that result from
underwriter price support. The aggregate fails to
deliver in these stocks seem to persist for the
typical price support period. Thus, the temporary
rule’s close-out requirement could apply to a high
proportion of such fails to deliver, potentially as
much as 2.5% of the shares offered on average.
Edwards and Hanley believe that such a result
could have a substantial impact on the aftermarket
of IPOs.

10044 U.S.C. 3501 et seq.
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Office of Management and Budget
(“OMB”) for review and approval in
accordance with 44 U.S.C. 3507(j) and 5
CFR 1320.13. Separately, we have
submitted the collection of information
to OMB for review and approval in
accordance with 44 U.S.C. 3507(d) and
5 CFR 1320.11. The OMB has approved
the collection of information on an
emergency basis with an expiration date
of April 30, 2009. An agency may not
conduct or sponsor, and a person is not
required to respond to, a collection of
information unless it displays a
currently valid OMB control number.
The title for the collection of
information is: ‘“Temporary Rule 204T”
and the OMB control number for the
collection of information is 3235-0647.

Temporary Rule 204T will
substantially restrict the practice of
“naked” short selling in all equity
securities by strengthening the delivery
requirements for such securities.101
Temporary Rule 204T(a) amends
Regulation SHO to require that
participants of a clearing agency
registered with the Commission deliver
securities by settlement date, or if the
participants have not delivered shares
by settlement date, the participants
must, by no later than the beginning of
regular trading hours on the settlement
day following the settlement date (the
“Close-Out Date”), immediately close
out the fail to deliver position by
borrowing or purchasing securities of
like kind and quantity.

A participant that does not comply
with the temporary rule’s close-out
requirements will have violated
temporary Rule 204T. In addition, the
participant and any broker-dealer from
which it receives trades for clearance
and settlement, will not be able to short
sell the security either for itself or for
the account of another, unless it has
previously arranged to borrow or has
borrowed the security, until the
participant closes out the fail to deliver
position by purchasing securities of like
kind and quantity and that purchase has
cleared and settled at a registered
clearing agency.102

Several provisions under temporary
Rule 204T will impose a new
“collection of information” within the
meaning of the Paperwork Reduction
Act. These collections of information
are mandatory for broker-dealers relying
on the rule. The information collected
will be retained and/or provided to

101 As noted above, in a ““naked” short sale, the
short seller does not borrow or arrange to borrow
securities in time to make delivery to the buyer
within the standard three-day settlement period. As
a result, the seller fails to deliver securities to the
buyer when delivery is due.

102 See temporary Rule 204T(b).

other entities pursuant to the specific
rule provisions and will be available to
the Commission and SRO examiners
upon request. The information collected
will aid the Commission and SROs in
monitoring compliance with the rule’s
requirements.

1. Allocation Notification Requirement

Similar to Rule 203(b)(3)(vi) of
Regulation SHO, temporary Rule
204T(d) provides that a participant may
reasonably allocate its responsibility to
close out a fail to deliver position to
another broker-dealer for which the
participant clears or from which the
participant receives trades for
settlement.103 Unlike Rule 203(b)(3)(vi)
of Regulation SHO, however, temporary
Rule 204T(d) imposes an additional
notification requirement on a broker-
dealer that has been allocated
responsibility for complying with the
rule’s requirements (the “allocation
notification requirement’’).104

Specifically, temporary Rule 204T(d)
provides that a broker or dealer that has
been allocated a portion of a fail to
deliver position that does not comply
with the provisions of temporary Rule
204T(a) must immediately notify the
participant that it has become subject to
the borrowing requirements of
temporary Rule 204T(b).105 This
allocation notification requirement is
designed to help ensure that
participants that receive trades for
clearance and settlement from broker-
dealers will be on notice that the broker-
dealer is subject to the borrow
requirements of temporary Rule 204T(b)
until the fail to deliver position has
been closed out.

Such notification will require a
broker-dealer to determine that it has a
fail to deliver that does not comply with
the provisions of temporary Rule
204T(a) and, therefore, has become
subject to the requirements of temporary
Rule 204T(b). After making such
determination, the temporary rule
requires that the broker-dealer notify
such participant regarding this
information.

We estimate that such procedures will
take a broker-dealer no more than

103 See 17 CFR 242.203(b)(3)(vi). Rule
203(b)(3)(vi) provides that “[i]f a participant of a
registered clearing agency reasonably allocates a
portion of a fail to deliver position to another
registered broker or dealer for which it clears trades
or for which it is responsible for settlement, based
on such broker or dealer’s short position, then the
provisions of this paragraph (b)(3) relating to such
fail to deliver position shall apply to the portion of
such registered broker or dealer that was allocated
the fail to deliver position, and not to the
participant.”

102 See temporary Rule 204T(d).

105 See id.

approximately 0.16 hours (10 minutes)
to complete. We base this estimate in
part on the fact that, in accordance with
Rule 203(b)(3)(vi) of Regulation SHO,
participants are permitted to allocate
responsibility to close out a portion of
a fail to deliver position to a broker-
dealer that is responsible for the fail to
deliver position; the fact that most
broker-dealers already have the
necessary communication mechanisms
in place and are already familiar with
notification processes and procedures to
comply with the borrowing
requirements of Rule 203(b)(3)(iv) of
Regulation SHO for threshold securities;
and the fact that broker-dealers will be
able to continue to use the same
communication mechanisms, processes
and procedures to comply with the
notification requirement of temporary
Rule 204T(b). On average, participants
estimate that currently it takes
approximately 0.16 hours (10 minutes)
to notify broker-dealers pursuant to Rule
203(b)(3)(iv) of Regulation SHO.106

If a broker-dealer has been allocated a
portion of a fail to deliver position in an
equity security and after the beginning
of regular trading hours on the Close-
Out Date, the broker-dealer has to
determine whether or not that portion of
the fail to deliver position was not
closed out in accordance with
temporary Rule 204T(a), we estimate
that a broker-dealer will have to make
such determination with respect to
approximately 1.76 equity securities per
day.107

As of December 31, 2007, there were
5,561 registered broker-dealers. Each of
these broker-dealers could clear trades
through a participant of a registered
clearing agency and, therefore, become
subject to the notification requirements
of temporary Rule 204T(b). We estimate
a total of 2,466,415 notifications in
accordance with temporary Rule
204T(b) across all broker-dealers (that
were allocated responsibility to close
out a fail to deliver position) per year

106 We base this estimate on information provided
to our staff by three small, three medium, and three
large registered clearing agency participants.

107 OEA estimates that there are approximately
9,809 fail to deliver positions per settlement day.
Across 5,561 broker-dealers, the number of
securities per broker-dealer per day is
approximately 1.76 equity securities. During the
period from January to July 2008, approximately
4,321 new fail to deliver positions occurred per day.
The NSCC data for this period includes only
securities with at least 10,000 shares in fails to
deliver. To account for securities with fails to
deliver below 10,000 shares, the figure is multiplied
by a factor of 2.27. The factor is estimated from a
more complete data set obtained from NSCC during
the period from September 16, 2008 to September
22, 2008. It should be noted that these numbers
include securities that were not subject to the close-
out requirement of Rule 203(b)(3) of Regulation
SHO.
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(5,561 broker-dealers notifying
participants once per day 198 on 1.76
securities, multiplied by 252 trading
days in a year). The total estimated
annual burden hours per year will be
approximately 394,626 burden hours
(2,466,415 multiplied by 0.16 hours/
notification). We estimate that the
paperwork compliance for the allocation
notification requirement for each
broker-dealer will be approximately
71.0 burden hours per year.

2. Demonstration Requirement for Fails
To Deliver on Long Sales

Temporary Rule 204T(a)(1) includes
an exception from temporary rule’s
close-out requirement for fail to deliver
positions resulting from long sales of all
equity securities. Under this exception,
if a participant has a fail to deliver
position at a registered clearing agency
in an equity security and can
demonstrate on its books and records
that such fail to deliver position
resulted from a long sale (the
“demonstration requirement for fails to
deliver on long sales”), such participant
will have until no later than the
beginning of regular trading hours on
the third consecutive settlement day
following the settlement date to
immediately close out the fail to deliver
position by purchasing securities of like
kind and quantity.109

This provision allows a participant an
additional two settlement days in which
to close out the fail to deliver position
that resulted from a long sale, provided
that the participant’s books and records
reflect the fact that the fail to deliver
resulted from a long sale.110

The demonstration requirement will
require a participant of a registered
clearing agency to determine whether it
has a fail to deliver position at a
registered clearing agency in an equity
security that resulted from a long sale.
After making such determination, the
temporary rule requires that the
participant demonstrate or reflect this
information in its books and records.
We estimate that such procedures will
take a participant of a registered clearing
agency no more than approximately
0.16 hours (10 minutes) to complete.

We base this estimate on the fact that,
to comply with Regulation SHO’s
marking requirements, broker-dealers
are already required to ascertain

108 Because failure to comply with the close-out
requirements of temporary Rule 204T(a) is a
violation of the temporary rule, we believe that a
broker-dealer would make the notification to a
participant that it is subject to the borrowing
requirements of temporary Rule 204T(b) at most
once per day.

109 See temporary Rule 204T(a)(1).

110 See id.

s

whether a customer is “deemed to own’
the securities being sold before marking
a sell order “long” and, if the securities
are not in the broker-dealer’s physical
possession or control, whether the
broker-dealer reasonably expects that
the shares will be in the broker-dealer’s
physical possession or control by
settlement date.11! This reasonableness
determination includes consideration of
whether or not a prior sale resulted in

a fail to deliver position. In addition,
broker-dealers already must comply
with the documentation requirement
contained in the “locate” requirement of
Rule 203(b)(1) of Regulation SHO.
Participants will be able to use similar
mechanisms, processes and procedures
to demonstrate compliance with the
temporary rule’s close-out requirement
for fails to deliver resulting from long
sales as they use for compliance with
the current requirements of Regulation
SHO.

If a participant of a registered clearing
agency has a fail to deliver position in
an equity security at a registered
clearing agency and determined that
such fail to deliver position resulted
from a long sale, we estimate that a
participant of a registered clearing
agency will have to make such
determination with respect to
approximately 34 securities per day.112

As of July 31, 2008, there were 197
participants of NSCC, the primary
registered clearing agency responsible
for clearing U.S. transactions that were
registered as broker-dealers. We
estimate a total of 1,687,896
demonstrations in accordance with
temporary Rule 204T(a)(1) across all
participants per year (197 participants
checking for compliance once per day
on 34 securities, multiplied by 252
trading days in a year). The total
approximate estimated annual burden
hour per year will be approximately
270,063 burden hours (1,687,896
multiplied by 0.16 hours/
documentation). We estimate that the
paperwork burden for the temporary
demonstration provision for each
participant will be approximately 1,371
burden hours per year.

3. Pre-Borrow Notification Requirement

The borrowing requirements of
temporary Rule 204T(b) are similar to
the requirements of Rule 203(b)(3)(iv) of

111 See 17 CFR 242.200(g)(1).

112 QEA estimates approximately 68% of trades
are long sales and applies this percentage to the
number of fail to deliver positions per day. 68% of
50 securities per day is 34 securities per day. The
68% figure is estimated as 100% minus the
proportion of short sale trades found in the
Regulation SHO Pilot Study. See http://
www.sec.gov/news/studies/2007/
regshopilot020607.pdf.

Regulation SHO for a participant that
has failed to close out a fail to deliver
position in a threshold security that has
persisted for thirteen consecutive
settlement days.113 Unlike the current
borrow requirements of Rule
203(b)(3)(iv) of Regulation SHO,
however, temporary Rule 204T(c)
specifies that participants must notify
all broker-dealers from which they
receive trades for clearance and
settlement that a fail to deliver position
has not been closed out in accordance
with temporary Rule 204T(a) (the “pre-
borrow notification requirement”’).

Specifically, temporary Rule 204T(c)
provides that the participant must notify
any broker or dealer from which it
receives trades for clearance and
settlement, including any market maker
that would otherwise be entitled to rely
on the exception provided in Rule
203(b)(2)(iii) of Regulation SHO,114 (1)
that the participant has a fail to deliver
position in an equity security at a
registered clearing agency that has not
been closed out in accordance with the
requirements of temporary Rule 204T(a),
and (2) when the purchase that the
participant has made to close out the
fail to deliver position has cleared and
settled at a registered clearing agency.11°

The notification requirement will
involve a participant of a registered
clearing agency determining whether it
has a fail to deliver position in an equity
security at a registered clearing agency
that has not been closed out in
accordance with the requirements of
temporary Rule 204T(a), and when the
purchase that the participant has made
to close out the fail to deliver position
has cleared and settled at a registered
clearing agency. After making such
determinations, the temporary rule
requires that the participant notify such
broker-dealer regarding this
information.

We estimate that such procedures will
take a participant of a registered clearing

113 See 17 CFR 242.203(b)(3)(iv). Rule
203(b)(3)(iv) of Regulation SHO provides that “[i]f
a participant of a registered clearing agency has a
fail to deliver position at a registered clearing
agency in a threshold security for thirteen
consecutive settlement days, the participant and
any broker or dealer for which it clears transactions,
including any market maker that would otherwise
be entitled to rely on the exception provided in
paragraph (b)(2)(iii) of this section, may not accept
a short sale order in the threshold security from
another person, or effect a short sale in the
threshold security for its own account, without
borrowing the security or entering into a bona fide
arrangement to borrow the security, until the
participant closes out the fail to deliver position by
purchasing securities of like kind and quantity.”

114 See 17 CFR 203(b)(2)(iii) (providing for an
exception from the “locate”” requirement for market
makers engaged in bona fide market making in that
security at the time of the short sale).

115 See temporary Rule 204T(c).
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agency no more than approximately
0.16 hours (10 minutes) to complete.116
We base this estimate in part on the fact
that most participants already notify
broker-dealers for which they receive
orders for clearance and settlement that
the participant has a fail to deliver
position in a threshold security that has
not been closed out in order to comply
with the borrow requirements of Rule
203(b)(3)(iv) of Regulation SHO for
threshold securities; the fact that most
participants already have the necessary
communication mechanisms in place
and are already familiar with
notification processes and procedures to
comply with the borrow requirements of
Rule 203(b)(3)(iv) of Regulation SHO for
threshold securities; and the fact that
participants will be able to continue to
use the same communication
mechanisms, processes and procedures
to notify any broker-dealers from which
they receive trades for clearance and
settlement of the information required
by the temporary rule’s notification
requirement as they use for compliance
with Regulation SHO.

If a participant of a registered clearing
agency has a fail to deliver position in
an equity security and after the
beginning of regular trading hours on
the Close-Out Date (or, in the case of a
fail to deliver that resulted from a long
sale, on the third consecutive settlement
day following the settlement date), the
participant has to determine whether or
not the fail to deliver position was
closed out in accordance with
temporary Rule 204T(a), we estimate
that a participant of a registered clearing
agency will have to make such
determination with respect to
approximately 50 equity securities per
day.117

As of July 31, 2008, there were 197
participants of NSCC, the primary
registered clearing agency responsible
for clearing U.S. transactions that were

116 We base this estimate on information provided
to our staff by three small, three medium, and three
large registered clearing agency participants.

117 OEA estimates that there are approximately
9,809 fail to deliver positions per day. Across 197
broker-dealer participants of the NSCC, the number
of securities per participant per day is
approximately 50 equity securities. During the
period from January to July 2008, approximately
4,321 new fail to deliver positions occurred per day.
The NSCC data for this period includes only
securities with at least 10,000 shares in fails to
deliver. To account for securities with fails to
deliver below 10,000 shares, the figure is grossed-
up by a factor of 2.27. The factor is estimated from
a more complete data set obtained from NSCC
during the period from September 16, 2008 to
September 22, 2008. It should be noted that these
numbers include securities that were not subject to
the close-out requirement of Rule 203(b)(3) of
Regulation SHO.

registered as broker-dealers.118 We
estimate a total of 2,482,200
notifications in accordance with
temporary Rule 204T(c) across all
participants per year (197 participants
notifying broker-dealers once per day on
50 securities, multiplied by 252 trading
days in a year). The total estimated
annual burden hours per year will be
approximately 397,152 burden hours
(2,482,200 @ 0.16 hours/
documentation). We estimate that the
paperwork burden for the notification
requirement for each participant will be
approximately 2,016 burden hours per
year.

4. Certification Requirement

The temporary rule includes an
exception from the borrowing
requirements for any broker-dealer that
can demonstrate that it was not
responsible for any part of the fail to
deliver position of the participant.
Specifically, temporary Rule 204T(b)(1)
provides that a broker or dealer shall not
be subject to the requirements of
temporary Rule 204T(b) if the broker or
dealer timely certifies to the participant
that it has not incurred a fail to deliver
position on settlement date for a long or
short sale in an equity security for
which the participant has a fail to
deliver position at a registered clearing
agency or that the broker or dealer is in
compliance with the requirements of
temporary Rule 204T(e) (the
“certification requirement”’).119

This certification requirement will
allow a broker-dealer to avoid being
subject to the temporary rule’s
borrowing requirements if it can
demonstrate that it did not incur a fail
to deliver position in the security on
settlement date. Also, by requiring the
broker-dealer to demonstrate that it was
not responsible for any part of the fail
to deliver position of the participant, the
information collected will help ensure
that broker-dealers are complying with
the requirements of the temporary rule.

This certification requirement will
require a broker-dealer to determine that

118 Those participants not registered as broker-
dealers include such entities as banks, U.S.-
registered exchanges, and clearing agencies.
Although these entities are participants of a
registered clearing agency, generally these entities
do not engage in the types of activities that will
implicate the close-out requirements of the
temporary rule. Such activities of these entities
include creating and redeeming Exchange Traded
Funds, trading in municipal securities, and using
NSCC’s Envelope Settlement Service or Inter-city
Envelope Settlement Service. These activities rarely
lead to fails to deliver and, if fails to deliver do
occur, they are small in number and are usually
closed out within a day. Thus, such fails to deliver
will not trigger the close-out requirement of the
temporary rule.

119 See temporary Rule 204T(b)(1).

it has not incurred a fail to deliver
position on settlement date in an equity
security for which the participant has a
fail to deliver position at a registered
clearing agency or that the broker-dealer
is in compliance with the requirements
set forth in the Pre-Fail Credit provision
of temporary Rule 204T(e). After making
such determinations, the broker-dealer
will have to certify this information to
the participant. We estimate that such
procedures will take a broker-dealer no
more than approximately 0.16 hours (10
minutes) to complete.

We base this estimate, in part, on the
fact that, to comply with the close-out
requirements of Rule 203(b) of
Regulation SHO, current industry
practice for some participants that are
registered broker-dealers is to document
purchases made on settlement days 11,
12, and 13 to demonstrate that such
participants do not have a close-out
obligation under Regulation SHO. On
average, participants informed us that
such documentation takes
approximately 0.16 hours (10
minutes).120

If the broker-dealer determines that it
has not incurred a fail to deliver
position on settlement date in an equity
security for which the participant has a
fail to deliver position at a registered
clearing agency or has purchased
securities in accordance with the
conditions specified in temporary Rule
204T(e), we estimate that a broker-
dealer will have to make such
determinations with respect to
approximately 1.76 securities per day.
As of December 31, 2007, there were
5,561 registered broker-dealers. Each of
these broker-dealers may clear trades
through a participant of a registered
clearing agency. We estimate that on
average, a broker-dealer will have to
certify to the participant that it has not
incurred a fail to deliver position on
settlement date in an equity security for
which the participant has a fail to
deliver position at a registered clearing
agency or, alternatively, that it is in
compliance with the requirements set
forth in the Pre-Fail Credit provision of
the temporary Rule 204T(e), 2,466,415
times per year (5,561 broker-dealers
certifying once per day on 1.76
securities, multiplied by 252 trading
days in a year). The total approximate
estimated annual burden hour per year
will be approximately 394,626 burden
hours (2,466,415 multiplied by 0.16
hours/certification). We estimate that
the paperwork burden for the
certification provision for each broker-

120 We base this estimate on information provided
to our staff by three small, three medium, and three
large registered clearing agency participants.
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dealer will be approximately 71.0
burden hours per year.

5. Pre-Fail Credit Demonstration
Requirement

To encourage close outs of fail to
deliver positions prior to the Close-Out
Date, temporary Rule 204T(e) provides
that a broker-dealer can satisfy the
temporary rule’s close-out requirement
by purchasing securities in accordance
with the conditions of that provision
(i.e., broker-dealers will receive “pre-fail
credit” for the purchase), including a
condition that the broker-dealer
demonstrate that it has a net long
position or net flat position on its books
and records on the settlement day for
which the broker or dealer is claiming
credit (the “Pre-Fail Credit
demonstration requirement”).

Temporary Rule 204T(e) provides that
even if a participant of a registered
clearing agency has not closed out a fail
to deliver position at a registered
clearing agency in accordance with
temporary Rule 204T(a), or has not
allocated a fail to deliver position to a
broker-dealer in accordance with
temporary Rule 204T(d), a broker or
dealer may receive credit for purchasing
securities prior to the beginning of
regular trading hours on the Close-Out
Date if, among other things, the
purchase is executed on, or after, trade
date but by no later than the end of
regular trading hours on settlement date
and the broker or dealer can
demonstrate that it has a net long
position or net flat position on its books
and records on the settlement day for
which the broker or dealer is claiming
credit.121

The Pre-Fail Credit provision is
intended to encourage broker-dealers to
close out fail to deliver positions prior
to the beginning of regular trading hours
on the Close-Out Date. By requiring,
among other things, that the broker-
dealer demonstrate that it has a net long
position or net flat position on its books
and records on the settlement day for
which the broker-dealer is claiming
credit, the information collected will
help ensure that broker-dealers
purchase sufficient shares to close out
their fail to deliver position prior to the
beginning of regular trading hours on
the Close-Out Date.

Such demonstration requirement will
require a broker-dealer that purchased
securities in accordance with the
conditions specified in temporary Rule
204T(e) to determine that it has a net
long position or net flat position on the
settlement day for which the broker-
dealer is claiming credit. After making

121 See temporary Rule 204T(e).

such determination, the temporary rule
requires that the broker-dealer
demonstrate such information on its
books and records. We estimate that
such procedures will take a broker-
dealer no more than approximately 0.16
hours (10 minutes) to complete.

We base this estimate on the fact that,
to comply with the close-out
requirement of Rule 203(b)(3) of
Regulation SHO, current industry
practice for some participants that are
registered broker-dealers is to document
purchases made on settlement days 11,
12, and 13 to demonstrate that such
participants do not have a close-out
obligation under Regulation SHO. On
average, participants informed us that
such documentation takes
approximately 0.16 hours (10
minutes).122

If a broker-dealer purchased securities
in accordance with the conditions
specified in temporary Rule 204T(e) and
determined that it has a net long
position or net flat position on the
settlement day for which the broker-
dealer is claiming credit, we estimate
that a broker-dealer will have to make
such determination with respect to
approximately 1.76 securities per
day.123

As of December 31, 2007, there were
5,561 registered broker-dealers. We
estimate that on average, a broker-dealer
will have to demonstrate in its books
and records that it has a net long
position or net flat position on the
settlement day for which the broker-
dealer is claiming credit, 2,466,415
times per year (5,561 broker-dealers
checking for compliance once per day
on 1.76 securities, multiplied by 252
trading days in a year). The total
approximate estimated annual burden
hour per year will be approximately
394,626 burden hours (2,466,415
multiplied by 0.16 hours/
demonstration). We estimate that the
paperwork burden for the temporary
Pre-Fail Credit provision for each
broker-dealer will be approximately
71.0 burden hours per year.

6. Market Maker Demonstration
Requirement

To allow market makers to facilitate
customer orders in a fast moving
market, the temporary rule includes a
limited exception from the rule’s close-
out requirement for fails to deliver
attributable to bona fide market making
activities by registered market makers,
options market makers, or other market

122 We base this estimate on information provided

to our staff by three small, three medium, and three
large registered clearing agency participants.
123 See supra, note 107.

makers obligated to quote in the over-
the-counter market (collectively,
“Market Makers”’). Under this
exception, a participant must close out
the fail to deliver position attributable to
a Market Maker by no later than the
beginning of regular trading hours on
the morning of the third settlement day
after the settlement date for the
transaction that resulted in the fail to
deliver position. The borrowing
requirements of the temporary rule do
not apply to Market Makers provided
the Market Maker can demonstrate that
it does not have an open fail to deliver
position at the time of any additional
short sales (the ‘“Market Maker
demonstration requirement’’).

By requiring a Market Maker to
demonstrate that it does not have an
open fail to deliver position at the time
of any additional short sales and, thus,
avoid being subject to the temporary
rule’s pre-borrow requirements, the
information collected will help ensure
that Market Makers are complying with
the requirements of temporary Rule
204T(b)(2).

This requirement will require a
Market Maker to determine whether it
has an open fail to deliver position at
the time of any additional short sales in
the particular equity security in which
there is a fail to deliver position at a
registered clearing agency. After making
such a determination, the temporary
rule requires that the Market Maker
demonstrate that it does not have an
open fail to deliver position in that
equity security. We estimate that such
procedures will take a Market Maker no
more than approximately 0.16 hours (10
minutes) to complete.124

If a participant of a registered clearing
agency has a fail to deliver position in
an equity security at a registered
clearing agency that is attributable to a
Market Maker and the Market Maker, in
seeking to avoid the borrowing
requirements of temporary Rule
204T(b), has determined that it does not
have an open fail to deliver position, we
estimate that such Market Maker will
have to make such determination with
respect to approximately 15 securities
per day.125

122 We base this estimate on information provided
to our staff by three large, three medium, and three
small firms that engage in market making activities
currently complying with temporary Rule 204T,
pursuant to the September Emergency Order, which
has similar requirements to temporary Rule
204(T)(b)(2) of this release.

125 OEA estimates that there are approximately
9,809 fail to deliver positions per day. An upper
bound on the number of fail to deliver positions per
day due to market makers is 9,809. Across 656
market makers, the number of securities per market
maker per day is approximately 15 equity

Continued
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As of December 31, 2007, there were
656 Market Makers.126 We estimate a
total of 2,479,680 written
demonstrations in accordance with
temporary Rule 204T(b)(1) across all
Market Makers per year (656 Market
Makers demonstrating once per day on
15 securities, multiplied by 252 trading
days in a year). The total estimated
annual burden hour per year will be
approximately 396,749 burden hours
(2,479,680 multiplied by 0.16 hours/
demonstration). We estimate that the
paperwork burden for the Market Maker
demonstration requirements for each
Market Maker will be approximately
604.8 burden hours per year.

B. Request for Comment

We invite comment on these estimates
and assumptions. Pursuant to 44 U.S.C.
3506(c)(2)(B), we request comment in
order to: (a) Evaluate whether the
collection of information is necessary
for the proper performance of our
functions, including whether the
information will have practical utility;
(b) evaluate the accuracy of our estimate
of the burden of the collection of
information; (c) determine whether
there are ways to enhance the quality,
utility and clarity of the information to
be collected; and (d) evaluate whether
there are ways to minimize the burden
of the collection of information on those
who respond, including through the use
of automated collection techniques or
other forms of information technology.

Persons submitting comments on the
collection of information requirements
should direct them to the Office of
Management and Budget, Attention:
Desk Officer for the Securities and
Exchange Commission, Office of
Information and Regulatory Affairs,
Washington, DC 20503, and should also
send a copy of their comments to
Florence E. Harmon, Acting Secretary,
Securities and Exchange Commission,
100 F Street, NE., Washington, DC
20549-1090, with reference to File No.
S7-30-08. Requests for materials
submitted to OMB by the Commission

securities. During the period from January to July
2008, approximately 4,321 new fail to deliver
positions occurred per day. The NSCC data for this
period includes only securities with at least 10,000
shares in fails to deliver. To account for securities
with fails to deliver below 10,000 shares, the figure
is grossed-up by a factor of 2.27. The factor is
estimated from a more complete data set obtained
from NSCC during the period from September 16,
2008 to September 22, 2008. It should be noted that
these numbers include securities that were not
subject to the close-out requirement of Rule
203(b)(3) of Regulation SHO.

126 These numbers are based on OEA’s review of
2007 FOCUS Report filings reflecting registered
broker-dealers. This number does not include
broker-dealers that are delinquent on FOCUS
Report filings.

with regard to this collection of
information should be in writing, with
reference to File No. S7-30-08, and be
submitted to the Securities and
Exchange Commission, Records
Management, Office of Filings and
Information Services, 100 F Street, NE.,
Washington, DC 20549-1090. As OMB
is required to make a decision
concerning the collections of
information between 30 and 60 days
after publication, a comment to OMB is
best assured of having its full effect if
OMB receives it within 30 days of
publication.

VIII. Cost-Benefit Analysis

A. Summary

The Commission is sensitive to the
costs and benefits of its rules.
Commenters should provide analysis
and data to support their views on the
costs and benefits associated with the
temporary rule.

We are adopting, as an interim final
temporary rule, Rule 204T, under the
Exchange Act. The temporary rule is
intended to address abusive ‘“naked”
short selling in all equity securities by
requiring that participants of a
registered clearing agency deliver
securities by settlement date, or if the
participants have not delivered shares
by settlement date, the participants
must, by no later than the beginning of
regular trading hours on the Close-Out
Date, immediately close out the fail to
deliver position by borrowing or
purchasing securities of like kind and
quantity.

If a participant does not purchase or
borrow shares, as applicable, to close
out a fail to deliver position in
accordance with temporary Rule
204T(a), the participant will have
violated the temporary rule. In addition,
the temporary rule imposes on the
participant for its own trades and on all
broker-dealers from which that
participant receives trades for clearance
and settlement (including introducing
and executing brokers), a requirement to
borrow or arrange to borrow securities
prior to accepting or effecting further
short sales in that security.127

To the extent that a participant
becomes subject to the borrowing
requirements of temporary Rule
204T(b), a broker-dealer that clears
through the participant can avoid being
subject to the borrowing requirements of
temporary Rule 204T(b) if the broker-
dealer can demonstrate that it was not
responsible for any part of the fail to
deliver position of the participant.
Moreover, to allow Market Makers to

127 See temporary Rule 204T(b).

facilitate customer orders in a fast
moving market without possible delays
associated with complying with the pre-
borrow penalty provision of temporary
Rule 204T(b), the borrowing
requirements of the temporary rule do
not apply to Market Makers provided
the Market Maker can show that it does
not have an open fail to deliver position
at the time of any additional short
sales.128

Similar to Rule 203(b)(3)(vi) of
Regulation SHO, temporary Rule 204(d)
provides that a participant may
reasonably allocate its responsibility to
close out a fail to deliver position to
another broker-dealer for which the
participant clears trades, or from which
it receives trades for settlement.129
Unlike Rule 203(b)(3)(vi) of Regulation
SHO, however, temporary Rule 204T(d)
imposes a notification requirement on a
broker-dealer that has been allocated
responsibility for complying with the
rule’s requirements.130

In addition, the temporary rule
provides that if a participant has a fail
to deliver position at registered clearing
agency in an equity security and can
demonstrate on its books and records
that such fail to deliver position
resulted from a long sale, such
participant has until no later than the
beginning of regular trading hours on
the third consecutive settlement day
following the settlement date to
immediately close out the fail to deliver
position by purchasing securities of like
kind and quantity.

The temporary rule also extends the
close-out requirement for fails to deliver
attributable to bona fide market making
activities by Market Makers by requiring
a participant to close out the fail to
deliver position attributable to a Market
Maker by no later than the beginning of
regular trading hours on the third
settlement day after the settlement date
for the transaction that resulted in the
fail to deliver position.

In addition, consistent with Rule
203(b)(3)(ii) of Regulation SHO, the
temporary rule includes an exception
for sales of securities pursuant to Rule
144 of the Securities Act.131

128 See temporary Rule 204T(b)(2).

129 See 17 CFR 242.203(b)(3)(vi). Rule
203(b)(3)(vi) provides that “[i]f a participant of a
registered clearing agency reasonably allocates a
portion of a fail to deliver position to another
registered broker or dealer for which it clears trades
or for which it is responsible for settlement, based
on such broker or dealer’s short position, then the
provisions of this paragraph (b)(3) relating to such
fail to deliver position shall apply to the portion of
such registered broker or dealer that was allocated
the fail to deliver position, and not to the
participant.”

130 See temporary Rule 204T(d).

131 See 17 CFR 242.203(b)(3)(ii).
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Specifically, temporary Rule 204T(a)(2)
provides that if a participant of a
registered clearing agency has a fail to
deliver position at a registered clearing
agency in any equity security sold
pursuant to Rule 144 for thirty-five
consecutive settlement days after the
settlement date for a sale in that equity
security, the participant shall, by no
later than the beginning of regular
trading hours on the thirty-sixth
consecutive settlement day following
the settlement date for the transaction,
immediately close out the fail to deliver
position by purchasing securities of like
kind and quantity.132

If, however, a fail to deliver position
resulting from the sale of an equity
security pursuant to Rule 144 is not
closed out in accordance with
temporary Rule 204T(a)(2), the
participant is subject to the borrow
requirements in temporary Rule
204T(b). Thus, if the fail to deliver
position persists beyond thirty-five
consecutive settlement days, the
temporary rule prohibits a participant of
a registered clearing agency, and any
broker-dealer from which it receives
trades for clearance and settlement,
from accepting any short sale orders or
effecting further short sales in the
particular security without borrowing,
or entering into a bona-fide arrangement
to borrow, the security until the
participant closes out the entire fail to
deliver position by purchasing
securities of like kind and quantity and
that purchase has cleared and settled at
a registered clearing agency.133

Although we recognize the temporary
rule may impose increased borrowing
costs to assure settlement in accordance
with the requirements of the temporary
rule, which may increase the costs of
legitimate short selling, we believe that
the requirements of the temporary rule
are necessary to achieve our goal of
further reducing fails to deliver and
addressing abusive “naked’” short
selling.

B. Benefits

The temporary rule will substantially
restrict the practice of ‘“‘naked” short
selling in all equity securities by
strengthening the delivery requirements
for such securities. By requiring that
participants of a registered clearing
agency deliver securities by settlement
date, or if the participants have not
delivered shares by settlement date,
immediately close out the fail to deliver
position by borrowing or purchasing
securities of like kind and quantity, the
temporary rule also furthers our goals of

132 See temporary Rule 204T(a)(2).
133 See temporary Rule 204T(b).

limiting fails to deliver and helping to
reduce the possibility that abusive
“naked” short selling may contribute to
disruption in the securities markets.
This, in turn, will help to ensure that
investors remain confident that trading
can be conducted without the influence
of illegal manipulation. The temporary
rule also furthers the goals of helping to
maintain fair and orderly markets
against the threat of sudden and
excessive fluctuations of securities
prices and substantial disruption in the
functioning of the securities markets.
The temporary rule also promotes the
prompt and accurate clearance and
settlement of transactions in equity
securities.

In addition, the temporary rule will
help to further reduce the number of
fails to deliver. These fails may create a
misleading impression of the market for
these securities. Large and persistent
fails to deliver may have a negative
effect on shareholders, potentially
depriving them of the benefits of
ownership, such as voting and lending.
Thus, by facilitating the prompt receipt
of shares, the temporary rule will help
enable investors to receive the benefits
associated with share ownership.

Persistent fails to deliver in a security
may also be perceived by potential
investors negatively and may affect their
decision about making a capital
commitment. Thus, by providing greater
assurance that securities will be
delivered and, thereby, alleviating
investor apprehension as they make
investment decisions, the temporary
rule will benefit issuers in that an
increase in investor confidence in the
market for their securities will facilitate
investment in their securities.

1. Close-Out Requirements

By requiring that participants of a
registered clearing agency deliver
securities by settlement date, or if the
participants have not delivered shares
by settlement date, immediately close
out the fail to deliver position by
borrowing or purchasing securities of
like kind and quantity, the temporary
rule will help restore, maintain, and
enhance investor confidence in the
securities markets. It will also help
reduce manipulative schemes involving
“naked” short selling in equity
securities. Sellers that fail to deliver
securities on settlement date may enjoy
fewer restrictions than if they were
required to deliver the securities within
a reasonable period of time, and such
sellers may attempt to use this
additional freedom to engage in trading
activities that deliberately depress the
price of a security. Thus, the temporary
rule’s close-out requirements are

expected to remove a potential means of
manipulation, thereby decreasing the
possibility of artificial market influences
and contributing to price efficiency.

Under temporary Rule 204T(a)(1), a
participant that has a fail to deliver
position at a registered clearing agency
in an equity security and can
demonstrate on its books and records
that such fail to deliver position
resulted from a long sale, will have until
no later than the beginning of regular
trading hours on the third consecutive
settlement day following the settlement
date to immediately close out the fail to
deliver position by purchasing
securities of like kind and quantity. This
provision allows participants an
additional two settlement days to close
out fail to deliver positions that result
from long sales, provided that the
participant’s books and records reflect
the fact that the fail to deliver resulted
from a long sale.13* We believe this
exception to temporary Rule 204T(a)’s
close-out requirement benefits
participants because the two additional
days to close-out these fail to deliver
positions may reduce close-out costs for
such participants.

The temporary rule also extends
temporary Rule 204T(a)’s close-out
requirement for fails to deliver
attributable to bona fide market making
activities by Market Makers by requiring
a participant to close out the fail to
deliver position attributable to a Market
Maker by no later than the beginning of
regular trading hours on the third
settlement day after the settlement date.
We believe this exception to temporary
Rule 204T(a)’s close-out requirement
benefits participants because the two
additional days to close-out these fail to
deliver positions may reduce close-out
costs for such participants.

Similar to Rule 203(b)(3)(vi) of
Regulation SHO, temporary Rule 204(d)
allows a participant to reasonably
allocate its responsibility to close out a
fail to deliver position to another
broker-dealer for which the participant
clears trades, or from which it receives
trades for settlement. This allocation
provision benefits participants because
if a participant can identify the accounts
of broker-dealers for which they clear or
from which they receive trades for
settlement, the participant can allocate
the responsibility to close out the fail to
deliver position to the particular broker-
dealer account(s) whose trading
activities caused the fail to deliver
position provided the allocation is
reasonable and, therefore, the allocated
broker-dealer rather than the participant

134 See temporary Rule 204T(a)(1).
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will incur any costs associated with the
temporary rule’s close-out requirement.

In addition, temporary Rule 204T(d)
imposes a notification requirement on a
broker-dealer that has been allocated
responsibility for complying with the
rule’s requirements. Thus, under the
temporary rule’s allocation provision, if
the broker-dealer does not comply with
the provisions of temporary Rule
204T(a), it must immediately notify the
participant that it has become subject to
the borrowing requirements of
temporary Rule 204T(b).135 This
allocation notification requirement is
intended to let participants know when
a broker-dealer from which the
participant receives trades for clearance
and settlement has become subject to
the temporary rule’s borrowing
requirements. The notification
requirement furthers the Commission’s
goals of limiting fails to deliver and
addressing abusive “naked” short
selling by promoting the prompt and
accurate clearance and settlement of
transactions involving equity securities.
The notification requirement will also
help ensure that participants that
receive trades for clearance and
settlement from broker-dealers will be
on notice that the broker-dealer is
subject to the borrow requirements of
temporary Rule 204T(b) until the fail to
deliver position has been closed out.

Moreover, under the temporary rule’s
Pre-Fail Credit provision, a broker or
dealer may receive credit for purchasing
securities prior to the beginning of
regular trading hours on the Close-Out
Date if, among other things, the
purchase is executed on, or after, trade
date but by no later than the end of
regular trading hours on settlement date
and the broker or dealer can
demonstrate that it has a net long
position or net flat position on its books
and records on the settlement day for
which the broker or dealer is claiming
credit. The Pre-Fail Credit provision is
intended to encourage earlier close out
of fails to deliver in all equity securities
and, therefore, to the extent used could
result in a reduction of persistent fails
to deliver.

2. Borrowing Requirements

The borrowing requirements of
temporary Rule 204T(b) are similar to
the requirements of Rule 203(b)(3)(iv) of
Regulation SHO for a participant that
has not closed out a fail to deliver
position in a threshold security that has
persisted for thirteen consecutive
settlement days.136 Similar to
Regulation SHO, the temporary rule is

135 See temporary Rule 204T(d).
136 See 17 CFR 242.203(b)(3)(iv).

aimed in part at addressing potentially
abusive “naked” short selling in equity
securities. To that end, we believe it is
appropriate to include in the temporary
rule borrowing requirements for broker-
dealers, including participants, that sell
short a security that has a fail to deliver
position that has not been closed out in
accordance with the requirements of the
temporary rule. We believe that the
borrowing requirements of temporary
Rule 204T(b) will further our goal of
limiting fails to deliver and addressing
abusive “naked” short selling by
promoting the prompt and accurate
clearance and settlement of transactions
in equity securities. By requiring that
participants and broker-dealers from
which they receive trades for clearance
and settlement borrow or arrange to
borrow securities prior to accepting or
effecting short sales in the security that
has a fail to deliver position that has not
been closed out, the temporary rule will
help to ensure that shares will be
available for delivery on the short sale
by settlement date and, thereby, help to
avoid additional fails to deliver
occurring in the security.

Unlike the current borrow
requirements of Rule 203(b)(3)(iv) of
Regulation SHO, however, the borrow
requirements of the temporary rule
specify that participants must notify all
broker-dealers from which they receive
trades for clearance and settlement that
a fail to deliver position in an equity
security has not been closed out in
accordance with temporary Rule
204T(a).137 This notification
requirement in temporary Rule 204T(c)
is intended to ensure that all broker-
dealers that submit trades for clearance
and settlement to a participant that has
a fail to deliver position in an equity
security that has not been closed out in
accordance with temporary Rule
204T(a) are on notice that all short sales
in that security will be subject to the
borrowing requirements of temporary
Rule 204T(b) until the fail to deliver
position has been closed out.

However, if a participant becomes
subject to the borrowing requirements of
temporary Rule 204T(b) because it did
not close out a fail to deliver position
by no later than the beginning of regular
trading hours on the settlement date for
the transaction, a broker-dealer that
clears through the participant will not
also be subject to the borrowing
requirements of temporary Rule 204T(b)
if the broker-dealer can demonstrate that
it was not responsible for any part of the
fail to deliver position of the
participant.138 This exception allows a

137 See temporary Rule 204T(c).
138 See temporary Rule 204T(b)(1).

broker-dealer to avoid being subject to
the borrowing requirements of the
temporary rule if the broker-dealer can
demonstrate that it did not incur a fail
to deliver position in the security on
settlement date.

Moreover, the borrowing
requirements of the temporary rule will
not apply to Market Makers, provided
that the Market Maker can show that it
does not have an open fail to deliver
position at the time of any additional
short sales.139 This provision is
intended to allow Market Makers to
facilitate customer orders in a fast
moving market without possible delays
associated with complying with the pre-
borrow penalty provision of temporary
Rule 204T(b).

3. Sales of Securities Pursuant to Rule
144

Securities sold pursuant to Rule 144
of the Securities Act are formerly
restricted securities that a seller is
‘“deemed to own,” as defined by Rule
200(a) of Regulation SHO.140 The
securities, however, may not be capable
of being delivered on the settlement
date due to processing delays related to
removal of the restricted legend and,
therefore, sales of these securities
frequently result in fails to deliver.
Consistent with our statements in
connection with our recent amendments
to Regulation SHO in connection with
closing out fails to deliver in threshold
securities sold pursuant to Rule 144,141
we believe that a close-out requirement
of thirty-five consecutive settlement
days from settlement date for fails to
deliver resulting from sales of equity
securities sold pursuant to Rule 144,
will permit the orderly settlement of
such sales without the risk of causing
market disruption due to unnecessary
purchasing activity (particularly if the
purchases are for sizable quantities of
stock). Because the Rule 144 security
sold will be received as soon as all
processing delays have been removed,
this additional time will allow
participants to close out fails to deliver
resulting from the sale of the security
with the security sold, rather than
having to close out such fail to deliver
position by purchasing securities in the
market. Thus, the amendments will

139 See temporary Rule 204T(b)(2).

140 See 17 CFR 242.200(a).

141 As mentioned above, we recently adopted
amendments to the close-out requirement of
Regulation SHO to allow fails to deliver resulting
from sales of threshold securities pursuant to Rule
144 to be closed out within 35 rather 13 consecutive
settlement days. See 2007 Regulation SHO Final
Amendments, 72 FR at 45550—-45551.
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reduce costs to participants and, in turn,
investors.

Although the temporary rule allows
fails to deliver resulting from sales of
equity securities sold pursuant to Rule
144 of the Securities Act thirty-five
consecutive settlement days after the
settlement date before a participant
must take action to close out the fail to
deliver position, these fails to deliver
must be closed out by no later than the
beginning of regular trading hours on
the thirty-sixth settlement day and,
therefore, these fails to deliver cannot
continue indefinitely. Thus, we believe
that the temporary rule is consistent
with our goal of further reducing fails to
deliver in equity securities, while
balancing the concerns associated with
closing out fails to deliver resulting
from sales of securities pursuant to Rule
144 of the Securities Act.

C. Costs

We recognize that the temporary rule
may result in increased short selling
costs for participants that may impact
legitimate short selling activities;
however, we believe such costs will be
limited. For example, it might result in
participants incurring borrowing costs
where they borrow securities to close
out a fail to deliver position that might
have been closed out soon thereafter
with shares received from the customer.
Such actions might result in added
demand in the lending market which in
turn might exert upward pressure on
securities lending rates, potentially
making short selling more expensive for
all market participants. For example, it
is estimated that about $700 billion in
U.S. equity securities are lent out per
year. Preliminary input from industry
participants suggests that lending rates
increased significantly after the
September Emergency Order for stocks
not covered by the ban on short selling.
While results from the period after the
September Emergency Order may be
confounded by the unusual
circumstances of the continued credit
crisis, an increase of 10 basis points in
lending rates would result in an annual
cost increase to securities borrowers of
$700 million and the new revenue for
securities lenders increasing by the
corresponding amount of $700 million.
Therefore, if lending increased by 10
basis points, the annual impact on the
securities lending market would be
about $1,400 million (or $1,050 million
for nine months).

To the extent that the requirements of
the temporary rule will result in
increased costs to short selling in equity
securities, it may lessen some of the
benefits of legitimate short selling and,
thereby, result in a reduction in short

selling generally. Such a reduction may
lead to a decrease in market efficiency
and price discovery, less protection
against upward stock price
manipulations, a less efficient allocation
of capital, an increase in trading costs,
and a decrease in liquidity. We also
recognize that requiring that
participants purchase securities to close
out fails to deliver in equity securities
in accordance with the temporary rule,
may potentially impact the willingness
of participants to provide liquidity.

As a likely result of the temporary
rule as contained in the September
Emergency Order, bid-ask spreads on
equity securities have increased.
Preliminary input from industry
participants suggests that bid-ask
spreads have increased after the
September Emergency Order for stocks
not covered by the ban on short selling.
While results from the period after the
September Emergency Order may be
confounded by the unusual
circumstances of the continued credit
crisis, an increase of 1 basis point in
bid-ask spreads would result in an
annual cost to investors of about $6,048
million. To calculate the annual cost,
we assume that 12 billion shares trade
on a daily basis. At an average share
price of approximately $20, this
constitutes $240 billion in dollar
volume per day. Based on this total, an
increase in transaction costs of one basis
point would result in a daily increase in
realized transaction costs of
approximately $24 million a day. At this
rate, investors would experience
increased total transaction costs of over
$100 million within the first five trading
days of the rule or about $6,048 million
annually ($24 million times 252 trading
days) (or $4,536 million for nine
months).

We believe, however, that
strengthening rules against potentially
abusive “naked” short selling will
provide increased confidence in the
securities markets. Thus, although we
recognize that the temporary rule may
result in increased short selling costs,
we believe such costs are justified by
the fact that the temporary rule may
help restore, maintain, and enhance
investor confidence in the markets by
preventing potentially abusive “naked”
short selling.

1. Close-Out Requirements

We also recognize that requiring that
participants purchase securities to
close-out fails to deliver in any equity
security in accordance with the
temporary rule, may potentially impact
the willingness of participants to
provide liquidity. However, we believe
that any such potential effect will be

minimal because participants will still
have some flexibility by having two
additional settlement days in which to
purchase securities to close-out their fail
to deliver positions that either result
from long sales or are attributable to
bona fide market making activities by
Market Makers.

In addition, we recognize that the
temporary rule’s close-out requirement
may result in some additional costs for
participants of a registered clearing
agency in terms of systems and
surveillance modifications, as well as
changes to processes and procedures.
However, we believe any additional
costs incurred in implementing
temporary Rule 204T’s close-out
requirement in terms of these
modifications will be minimal. The
close-out requirement of the temporary
rule is consistent with the current
settlement practices and procedures and
with the close-out requirement of
Regulation SHO. For example, because
most transactions settle by T+3,
participants should already have in
place policies and procedures to help
ensure that delivery is being made by
settlement date. Nevertheless,
participants will incur costs for each
close-out and these costs could
accumulate to significant amounts over
time and across participants.

Moreover, similar to the existing
close-out requirement of Rule 203(b)(3)
of Regulation SHO, the temporary rule
is based on a participant’s fail to deliver
position at a registered clearing agency.
As noted above, the NSCC clears and
settles the majority of equity securities
trades conducted on the exchanges and
in the over-the-counter markets. The
NSCC clears and settles trades through
the CNS system, which nets the
securities delivery and payment
obligations of all of its members. The
NSCC notifies its members of their
securities delivery and payment
obligations daily. Thus, because the
temporary rule is based on a
participant’s fail to deliver position at a
registered clearing agency, it is
consistent with current settlement
practices and procedures and with the
Regulation SHO framework regarding
delivery of securities.142 As such, we
anticipate that most participants will
already have systems, processes and
procedures in place in order to comply
with the temporary rule’s close-out
requirements and, therefore, that any
additional implementation costs
associated with the temporary rule will
be minimal.

In addition, to comply with
Regulation SHO’s close-out requirement

142 See 17 CFR 242.203(b)(3).
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when it became effective in January
2005, participants needed to modify
their recordkeeping systems and
surveillance mechanisms. Participants
also should have retained and trained
the necessary personnel to ensure
compliance with the rule’s close-out
requirements. Thus, most of the
infrastructure necessary to comply with
the temporary rule’s close-out
requirement should already be in place.
Thus, we believe that any changes to
personnel, computer hardware and
software, recordkeeping or surveillance
costs will be minimal.

We recognize that the requirements of
temporary Rule 204T(a)(1) may also
impose additional costs on participants
of a registered clearing agency. As
discussed above, under temporary Rule
204T(a)(1), a participant of a registered
clearing agency that has a fail to deliver
position at a registered clearing agency
in an equity security and can
demonstrate on its books and records
that the fail to deliver position resulted
from a long sale, will have until no later
than the beginning of regular trading
hours on the third consecutive
settlement day following the settlement
date to immediately close out the fail to
deliver position by purchasing
securities of like kind and quantity.
Thus, to qualify for this additional time
to close out a fail to deliver position, the
temporary rule requires the participant
to demonstrate on their books and
records that the fail to deliver position
resulted from a long sale.

This demonstration requirement may
result in participants incurring costs
related to personnel, recordkeeping,
systems, and surveillance mechanisms.
For example, as discussed in detail in
section VII above, for purposes of the
Paperwork Reduction Act, we estimate
that it will take each participant of a
registered clearing agency no more than
approximately 0.16 hours (10 minutes)
to comply with the demonstration
requirement of the temporary Rule
204T(a)(1). In addition, we estimate that
the total annual hour burden per year
for each participant subject to the
documentation requirement will be
1,371 hours.

The allocation notification
requirement of temporary Rule 204T(d)
will impose costs on broker-dealers that
have been allocated responsibility for
the close-out requirement under the
temporary rule. As discussed above,
temporary Rule 204T(d) requires a
broker or dealer that has been allocated
a portion of a fail to deliver position that
has not complied with the close-out
provisions under the temporary rule to
notify the participant that it has become
subject to the borrowing requirements of

temporary Rule 204T(b). This
notification requirement may result in
broker-dealers incurring costs related to
personnel, recordkeeping, systems, and
surveillance mechanisms. For example,
as discussed in detail in section VII,
above, for purposes of the Paperwork
Reduction Act, we estimate that it will
take each broker-dealer no more than
approximately 0.16 hours (10 minutes)
to comply with the notification
requirements of temporary Rule
204T(d). In addition, we estimate that
the total annual hour burden per year
for each broker-dealer subject to the
notification requirement will be 71.0
hours.

We also recognize that the
requirements of temporary Rule 204T/(e)
may impose additional costs on broker-
dealers. As discussed above, temporary
Rule 204T(e) allows a broker-dealer to
obtain pre-fail credit if it purchases
securities in accordance with the
conditions specified in the temporary
rule. To receive pre-fail credit, the
temporary rule requires, among other
things, that a broker-dealer demonstrate
that it has a net long position or net flat
position on its books and records on the
settlement day for which the broker or
dealer is claiming credit.

This demonstration requirement may
result in participants incurring costs
related to personnel, recordkeeping,
systems, and surveillance mechanisms.
For example, as discussed in detail in
section VII above, for purposes of the
Paperwork Reduction Act, we estimate
that it will take each broker-dealer no
more than approximately 0.16 hours (10
minutes) to comply with the
demonstration requirements of the
temporary rule. In addition, we estimate
that the total annual hour burden per
year for each broker-dealer subject to the
demonstration requirement will be 71.0
hours.

2. Borrowing Requirements

We believe that temporary Rule
204T’s borrow requirements for fail to
deliver positions that are not closed out
in accordance with the temporary rule
will result in limited, if any,
implementation costs to participants of
a registered clearing agency, and broker-
dealers from which they receive trades
for clearance and settlement. These
entities must already comply with the
borrow requirements of Rule
203(b)(3)(iv) of Regulation SHO if a fail
to deliver position has not been closed
out in accordance with Regulation
SHO’s mandatory close-out
requirement. Accordingly, these entities
should already have in place the
personnel, recordkeeping, systems, and
surveillance mechanisms necessary to

comply with the temporary rule’s
borrow requirements. Nevertheless, we
recognize that each pre-borrow will
impose costs on participants, broker-
dealers, and investors and these costs
can accumulate to significant amounts if
the borrow requirement is imposed
often.

The pre-borrow notification
requirement of temporary Rule 204T(c)
will impose costs on participants of a
registered clearing agency. Temporary
Rule 204T(c) requires a participant to
notify any broker or dealer from which
it receives trades for clearance and
settlement, including any market maker
that would otherwise be entitled to rely
on the exception provided in Rule
203(b)(2)(iii) of Regulation SHO,43 (1)
that the participant has a fail to deliver
position in an equity security at a
registered clearing agency that has not
been closed out in accordance with the
requirements of temporary Rul